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ABSTRACT 


Current accounting practice indicates that the human component of 
an organization is assumed to benefit current operations Only. Lit 
recent years, some accountants have followed the lead of economists in 
questioning the validity of this assumption. This thesis explores the 
legitimacy of an alternative treatment of the firm's human input, 
reviews alternative measurement methods, and investigates potential 
implementation problems. It concludes with recommended priorities for 


future action with respect to the human resource measurement problem. 
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CHAPTER I 
’ INTRODUCTION 


Company annual reports represent the major vehicle for acquainting 
the outside world with the results of the activities of a business 
organization, It is not unusual for the company president, in his pre- 
facing letter to shareholders, to proclaim that ". . . our employees 
are our most important and valuable asset", However, a glance at the 
financial statements will reveal that employees are not numbered among 
the assets of the organization. Further examination will reveal that 
all expenditures on employees are treated as current operating expenses. 
This treatment indicates that a firm's personnel is assumed to benefit 
current operations only. 

This study takes issue with this assumption. In essence, kee 
examines the possibility of an alternative treatment of the organiza- 


tion's human component. 
THE PROBLEM 


The problem investigated in this study has three related facets. 
First, if an alternative treatment of the organization's human input is 
to be justified, then it must indeed be established that employees rep- 
resent assets, i.e., that they have the potential to benefit future 
operations. Related to this part is the question of whether an alter- 
native treatment will make a difference to anyone, ineluding those 
using the (new) information and those who are subject to the new 
Peter 


The second facet is dependent on the first. If it is established 




















yoLrasuanint 


prteeteupak rot afolkdew ati wed tress St la i rare aerated < 
Sueatecd # 30 ashaivic iw sid To aidveort any! (Wihy ed ae 
in atid at ,sadcbbesrg sAaqe)> ofa tol livetial Tae » ns (or Lane he 


aeeviiqme wo . « 2 Oo) | fowtd od- (oS bLOns ae ee im liek anise 





72 40 sconein -¢ ~anve if af Sileshs Lire Shogo | earl bs ting 710 oth 
geveu Sorted fon 625 aH om Junt Lanvirx' 5 Vhemtals “yu pra 2 2 
reatt Lasvos Llky satico lor Maen. iclié,id 2&2) ty asGbeeiee - 


,B8N an afreve na jad *T> >i Ti Vide y fa Lh): (thy ; 4 Get i‘ tte 


spransd ot henvvsa vt i it 7 1: hor) ae eee eee : 


ss 
ari \ je ya 17 tre eaes 
rt sod iy, Olas | vel titre VEMIIBeR ©: cry fibw Sueur es vat yBirt 2 2 bt 


“Rerans's wiht bie aierioTt han touts an. to yr) lL Oteeed isd Be 


«aft “ms coud a toe 
mi ThOgs AY 


seteses jotaqies saris weil vbwi2 elds at bLajaatioquw’l ialdidese {fT 
Bagel nema g dotractnagsy © Jo smiudaag erage nls ts tis 
aes aevvyolpes 2nd? bsdetidasas ad bsshak yxde2) reat. head tha arp 
sent se ened 2 Malinerng.aia ‘eysd yyils aii wre , 


Seem vaultody to wet teanip aly ai ; by ee 











a 





i. 
“2 


ont weg A 


. 





that employees do represent assets, then a way must be found to 
reliably measure their future service potential. 

The third facet, in turn, is dependent on the second. Even if a 
valid method of measurement is found, it must be feasible to implement 
that technique in an organization. 

In sum, this study addresses the problem of "how to properly 


account for an organization's human component". 


OBJECTIVES 


The objectives of the study are: 


1. To examine the economic concept of "human capital" and the 
accounting concept of "human assets", including theoretical arguments 
for and against the existence of such property. 

ae To present the normative definition of the value of an 
individual to an organization. 

ie To review the theoretical arguments related to the assumed 
usefulness of human resource measurement in organizations. 

4, To present and analyze the methods sugsested in the liter— 
ature for measuring the value of human assets. 

ie To examine the issues following the implementation of 
measurement methods, including the behavioural impact, the actual use- 


fulness of the data, and the benefit-cost question. 


SCOPE AND LIMITATIONS 


The main emphasis in this study is to review and critically 
analyze what has been done with respect to the human resource measure- 


ment problem in organizations. No attempt is made to posit a new 
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measurement technique. 

In addition, the study is concerned primarily with the implications 
of human resource measurement in the context of the business organiza- 
tion. Although much of the analysis may well be extended to not-for- 
profit institutions, the inferences for such organizations are beyond 
the scope of the study. 

The broadest possible view of the firm's human resources may 
include all people, both internal and external to the organization, who 
influence its value. Customer goodwill, for example, may comprise an 
important part of this all-inclusive view. This study, however, is 
primarily concerned with the measurement of the firm's internal members. 

Finally, although the study is intended to contribute to accounting 
theory and practice, it draws quite heavily on economic and behavioural 
science concepts. This is so because the economic concept of “human 
capital" is strongly related to the accounting notion of “human assets", 
and because of the potential of the behavioural sciences to provide a 


useful perspective to the measurement problem. 
METHODOLOGY AND ORGANIZATION 


The objectives of this study are accomplished through library 
research of relevant material in accounting, economics, and the 
behavioural sciences. Chapter II reviews the evolution in economic 
thinking about the concept of human capital. It also includes the 
normative definition of human capital value from several viewpoints, 
including that of the organization. Chapter III focuses on the accoun- 
ting concept of human assets, including the assumed usefulness of 
related data. Measurement methods, both dollar and non-dollar, are 


analyzed in Chapters IV and V. Chapter VI conjectures on some Gre .tne 
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is a summary which includes suggested priorities ToC future action. 
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CHAPTER IT 
‘THE ECONOMIC CONCEPT OF HUMAN CAPITAL 
INTRODUCTION 


The objective of this section is to provide an economic background 
to the study. A brief outline of the evolution in economic thinking 
about the concept of human capital is presented, including current 
arguments both for and against the legitimacy Ard Ubi. ty OL. tie. coucept 
in economic analysis. Finally, to set the stage for consideration of 
the individual as capital in an accounting context, the definition of 


human capital value is considered. The latter may be seen from the 


ve W 


point of view of "society", the individual himself, of the organization 


which employs him. 
THE ECONOMIC DUALITY OF THE INDIVIDUAL 


The economist looks at the individual from two viewpoints. He is 
both a consumer and producer of goods and services. To analyze man as 
a producer, some method must be found to measure his productive 
abilities. The idea of human capital can be introduced into economic 
analysis to provide such a measure. Human capital may be defined as 
the capacity of an individual to produce goods and services through his 
skills, talents and knowledge. It is measured in terms of the value of 
goods and services produced. Put another way, since consumption is the 
ultimate goal of our economic system, this value is the same as the 
value of the consumption goods and services which he eventually 
produces, either directly or indirectly. 


While it is clear that the production and consumption activities 
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of the individual are not mutually exclusive categories, economic 
analysis is facilitated by taking this dual view OD Man, Our Concern 
here is with man as a producer, and the ways in which his productive 


capabilities can be augmented through investment. 
HUMAN CAPITAL PRIOR TO CIRCA 1960 


In economic literature, the quantity and quality of labour was 
always regarded as an important production factor. However, investment 
in the formation of human capital - such as spending on education, 
on-the-job training, health and migration - received comparatively 
little attention. The major reason for this was that labour was 
treated as a homogenous commodity. Only physical machines could lead to 
increased output. Adam Smith was one of the major proponents of this 
view.+ He supposed that there would always be surplus labour available 
and that physical capital formation would sustain population growth as 
it supplied labourers with the eceseary subsistence.2 Smith saw only 
non-market benefits in human capital investment, such as a more alert 
and self-reliant citizenry through increased public education.3 

Though taking a different perspective, Karl Marx also de- 
emphasized the importance of human capital.4 He viewed the moderniza~ 
tion of physical capital as the fundamental function of capital 


rn ct nn a crn 


adam Smith, The Wealth of Nations, Vol. 11 (Edinburgh: A. Strahan 
Ene te Caded., LOL ji. 


ZT GA a5 PLO 2. 
—SUbid., pel. 


&éKarl Marx, Das Capital, (New York: Modern Library Edition, Random 
House, 1936). 
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formation. Investment is viewed as a process of labour substitution in 
which better "machines" replaced labour.? In the long run, human 
capital was unnecessary Or sprouue tion, 

Possibly in reaction against Marx's use (or misuse) of the labour 
theory of value, classical economists did not give the same special 
attention to labour as did the socialist schools of thought. In 
classical thought, labour is a homogenous quantity with given qualities, 
and, as such, a passive instrument which will be employed only af) toere 
is a sufficient level of tangible investment. 6 

Several influential economists were clearly aware of the importance 
of human capital,’ but little or no attempt was made to incorporate the 
concept into economic analysis. The reason apparently stems from the 
Jack of interest in economic growth. In Thurow's words: 

Attaining full employment and eliminating business cycles 
were the fundamental economic problems. Income redistribution 

was considered, but only direct transfers (rather than a 

redistribution of human capital) were discussed. 


In addition, several deep-rooted moral and philosophical 


objections to the idea of human capital were felt:? 





ibid., peo. 


63. $. Terreblanche, "The Relative Contribution of Tangible and 
Human Capital Formation to Economic Growth", South African Journal of 
‘Economics, (Dec., 1970), p.60. 


ee 


7For example, Friedrich List, a contemporary of Adam Smith, and 
Alfred Marshall. 


She MEL SUM are oo Investment in Human _ | Capital, (Belmont, California: 
Wadsworth Publishing Company, rire 1970), Ds 0, 


9IBid,, pp.6-7. 
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uty Many individuals who believed in human equality were hesitant 
to emphasize factors that seemed to indicate inequalities among men. 

To say that men were economically unequal was a short step from saying 
that men were politically unequal, inherently unequal, or should not be 
given equal consumption rights 

he The esthetics of some people were violated by the thought of 
using a technique of. analysis which considered only the market benefits 
of investments in human capital. 

Sip The political aspects of the proper burden of taxation and 
the causes of income inequalities tended to impinge on economic thinking. 
One way of countering the political persuasiveness of the argument that 
individuals should be allowed to keep what they earn due to their own 
productivity (and therefore that taxes should not be progressive!) was 
to de-emphasize the importance of human capital. 

4, Many people were averse to speaking of investment in humans 
in the same terms as physical catnideaeet It was alleged that such an 
approach degrades human beings to mere "commodities". Man and his 
interest are then no longer the ultimate aim, but become a mere 


instrument for greater material wealth and economic growth. 
RESURGENCE OF INTEREST 


The recent impetus to incorporate measures of human capital into 


economic models began with G. S. BeckerlO and T. W. Schultz.11 Much of 





10G. S. Becker; Human Capital: A Theoretical and Empirical Analysis 
with Special Reference to Education, (New York: National Bureau of | 
Economic “Research, 1964). 








11T. W. Schultz, "Investment in Human Capital", American Economic 
Review, (March, 1961), pp.1-l/. 
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this impetus stemmed from recent concern with the problems of economic 
growth and the equitable distribution of income. Increases intekitis., 
talents and knowledge are thought to be major contributors of economic 
growth, and an attempt to redistribute human capital is generally 
thought to be the preferred method of eliminating income differentials 
in many capitalist societies. 

In particular, Schultz has suggested that: 

Le Inclusion of human capital will reverse the view that the 
capital/income ratio is declining as a result of economic growth. 

2 The structure of wages and salaries is primarily determined 
by investment in schooling, health, on-the-job training, searching for 
job opportunity information, and by investment in migration.12 

Becker contributed a theoretical analysis of the value of a 
business crganization's investment in informal education through 
on-the-job training 13 le distinguishes two types of training, general 
and specific. General training is wesirived as that which is useful in 
firms other than those providing it. In perfectly competitive markets, 
wage rates would be set equal to marginal productivity and there would 
be no incentive for firms to pay any of the costs of training since all 
of the returns are captured by the trainee. 

Specific training is described as training which increases 
productivity more in firms which provide it than in other firms. A 
firm providing this type of training may pay for all or a part ope Weave 


127, W. Schultz, "Reflections on Investment in Man", Journal 
of ‘Political Economy, (Supplement: Oct., LOG? ee a lad. 


13Recker, Ope Cit. pp.1-36. 
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training since it can subsequently obtain a return by paying wages less 
than the merginal productivity of the specifically trained worker. 
Becker argues that the firm would normally pay part of the cost and 
share part of the returns of specific training in order to minimize the 
danger of losing its investment. 

Becker's work is particularly relevant to this study because it 
Fepresents tie cnly major effort to incorporate the human capital concept 
in a theoretical framework at the level of the firm. However, as 
Vertigan points out, care must be taken to distinguish between the value 
of the human resources under the "control" of the organization and the 
value of the organization's investment in human resources.14 The value 
of an individual increases when training increases the future marginal 
productivity and wages cf the trainee. Value to the organization is 
increased only when a future return is established through a greater 
increase in future productivity than in wages. 

Drawing upon Thurow, there appear to be four major economic prob- 
lems which the incorporation of the human capital concept will help to 


solve,1° These are: 


Ls The aggregation problem. To facilitate both micro- and macro- 
economic analysis, some common denominator is required to quantify and 
measure the heterogeneous inputs necessary to produce goods and services. 
The heterogeneity of both land and physical capital has long been recog- 
nized, and the market place reflects the common monetary measure of 


their productivity. The heterogeneity of labour is now generally 


Vela aoe ee a ee es me ot 





14m, 3. Vertigan, “Human Resources - Some Economic Background", 
Unpublished Working Paper for American Accounting Association Sub- 
committee on Human Resource Accounting, Dec., 1971, p.8. 


157hurow, Oo. Git... pps8-—13. 
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accepted, and while men are not traded in the market, their productive 
resources are. Thus a monetary measure of human capital is available. 

In most economic contexts, the usefulness of the human capital 
concept depends on the assumption that labour is paid according to its 
marginal product. Otherwise human capital does not reflect the flow of 
goods and services which labour produces and ceases to be a good 
measure of the inputs used in the production process. An additional 
problem arises from those goods and services which labour produces and 
which are not sold in the market, especially those which are both 
produced and consumed by the individual himself. While human skis -are 
developed to produce these goods, they cannot be measured in the tradit- 
ional way. 

Aig The investment problem. Many individual and social expen- 
ditures are designed to increase labour's productive capabilities. 

While it is clear that not all of the cost of both formal and informal 
education can be allocated to this end, it is equally clear that much of 
it can and does affect productive capabilities. The same can be said for 
health and migration expenditures. 

Such vast expenditure of scarce resources requires analytical 
methods which will promote good decision making in this area. Adoption 
of the human capital concept facilitates the application of existing 
normative and descriptive theories of investment in physical capital to 
human investment decisions. 

re The growth problem. The attempt to explain economic growth 
has been mentioned previously in this section as a major reason "Hae kynte 
resurgence of interest in the human capital concept. Denison's study of 
the U.S. economy between 1929 and 1957 was able to explain only 31% of 


the increase in output in terms of increased quantity and quality of land 
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and physical capital 16 Empirical studies done in other countries!/ 
have also pointed to this "residual" of unexplained growth in national 
income. Improvement in the quality of labour is an obvious explanation 
Pomenatt nethiee cesidual'y, 

4, The income distribution problem. Reference has previously 
been made to Schultz' contention that the earnings of individuals are 
largely determined by the extent of education investments.18 Clearly, 
part of the productive capacity of individuals is natural ability which 
cannot be acquired. Equally clearly, discrimination plays a role in 
determining the shape of the income distribution in many countries. 
However , to the extent that income inequality can be reduced by allocating 
resources to enlarge the productive capabilities of individuals, invest- 
ment in human capital is considered a desirable goal. To this end, 
economists are currently interested in those factors which create human 


capital, and the most efficient method of combining these factors. 
SCEPTICISM REMAINS 


Continued opposition to the idea of human capital remains. Atsihe 


conceptual level, Chamberlainl? recently argued that labour is not a 





16%, F, Denison, The Sources of Economic Growth in the United 
States and the | Alternatives Be Before the Ue .S., (New York: Committee for 
Economic Development, 1962), p.266. 








1/See, for example, Odd Aukrust's Norwegian study, reported in 


"Investment and Economic Growth", Productivity Measurement Review, 
(Pepruaty.,.1959),.P0.0I-00. 


18 schultz, Perec rons. a. sues 


5 Op. OE lacy Pp.i-2. 

19. W. Chamberlain, "Some Second Thoughts on the Concept of Human 
Gapital", Proceedings of the 20th Annual Winter Meeting of ‘the he Industrial 
‘Relations Résear -éh Association, (Washington D. Cpe et L96I) 5.0. Ls 


—— 

















a 
: My a ; 4 
VWasictoues wosiso 42 arab a. tie aa? ah ae am) a oi ; 
, : a me in 
leeottau ot. d?ve 4 Lew lA lawn to Tepes wie i%} ‘grag 2 
nolsienaiqas evolvdo ge at woh te feieaw 6a? 01 3a eee agra 4 


lautteoy) OBI ae. mais 


VALGaie 1 ei ant ec 4 yi x Gz 4 eT std edl ; al? 7) ; é 


agn. el aubtvh uel ) tees ; Por i cond a ied ee : 
_ : a 


peeps a ‘ee HS - Sn¢ of ido ae ; 
ytl sone [! ' yds te uwe.5 ra er. 4 5 wis ee oe es a¢7 of ¢ trent 


wash .tatbew Ladies maint tc tow op nolz oer bhatt eee 


@ foe ak vitlod suit) bows yl Yueaods trelrpae) | faved ee | 


i 
ees baud huge plant to as AQUOS SUD neal’ wl ( 
ahha eda sl, hata cen es nas | 


asin ry ¥ i ; rd 








ara ery 





ths 


commodity because it is attached to human beings. He also argued that 
there is no way monetary values can be placed on many items that are of 
interest to the individual and society. Thus decisions concerning the 
benefits derived from changing the social environment must often be 
made on faith, rather than on the economist's maximization principles. 

In a response to Schultz, Shaffer argued along similar lines. 29 
In his view, investment in man is not generally undertaken with the 
expectation of a monetary return and has no traceable effects on future 
output. It satisfies wants directly. In, addition, to the extent that 
any part of such expenditure is investment in the normal sense, it is 
Pomel y . if ever, rationally based. Furthermore, any such part is 
inseparable from consumption expenditures. Thus it is impossible to 
satisfactorily compute return on investment in human capital since both 
the amount of pure "investment" and the return to be allocated are 
conjectural, 

Intuitively, these are serious arguments and must be refuted by 
those who believe that benefits will accrue through the incorporation of 
the human capital concept in economic analysis. Concerning the argument 
that labour is not a commodity, one can only agree, but it is still 
possible to distinguish between the "value" of a man and the value of a 
man's labour. With respect to monetary values and the economic 
rationality of investment decisions, it can be argued that this 
difficulty extends to physical investment as well as human investment. 


People may evaluate outputs differently, but in a world of scarce 





20H..G. Shaffer, “Investment in Human Capital: Comment", 
‘Anevican Economie Review, (Dec., 1961), pp.1026-1035. 
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resources there seems to be good reason to provide a framework to 
evaluate all investment decisions. Perhaps the most serious objection 
relates to the separability of the consumption and investment 
components of expenditures on human resources. This is a measurement 
problem which must be faced. At present, one can only agree with Schultz: 
. . « any allocation that one makes, based on such clues as seem 
relevant, must in all honesty be labelled laryierary einente 1s 


little intellectual comfort in the fact that a similar brand of 
arbitrariness characterizes other areas of analysis. . . 21 


THE DEFINITION OF HUMAN CAPITAL VALUE 


The economic theory of value is well known and mathematically, 
capital values are easily calculated. However, when speaking of human 
capital value, some clarification of terms is required. Firstly, a 
man's human capital value reflects his future productive capabilities. 
It does not refer to personal qualities such as his value as a family 
man. Secondly, the capital value of ‘a man may be viewed from at least 
three points of view: his value to "society", to himself, and to the 
organization which employs him. The perspective taken will depend upon 
the particular problem one is interested in. 

At the level of the economy, a person's value to society tae bie be 
defined to include the entire population except for the person being 
yalued (in which case the value of a person to others is measured by any 
excess of his contribution to production over what he consumes from 
production). Alternatively, a broader definition of society might 
include the person being valued which would imply a measure of value as 
gross productivity, without deducting consumption. As noted by 


ee a a meatal 


2lp. w. Schultz, "Investment in Human Capital: Reply", American 
Maenomc Review, (Dec., 1961), p.1035. 
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Weisbrod ,22 whether values are considered as gross or net of consump- 
tion may be viewed as involving the judgement of whether (any or all of) 
one's consumption should be viewed as a final social good or as an 
intermediate good. 

The types of problems which appear to be relevant to this 
perspective have been discussed earlier in this chapter. They relate 
primarily to the macro-economic sphere. For example, social policy 
issues such as education, health, and migration expenditures seem partic- 
ularly suited to analysis from the point of view of an individual's 
value to society. In addition, this perspective appears to be useful in 
helping to explain-the sources of economic growth. 

In formal, terms, the ex post gross Value ofva man to seciety is 
represented as follows: 


308 


Ps oye 
coy = Faye ae 
E=0 
where GCY = gross capital value 
Yt = observed value of productivity in time period t 
zh = interest rate 


Alternatively, if the net concept is used, 


n 
NV tHCe 
- Teepe 2 
Ncy =.) trajt (2) 
EO 
where NCV = net capital value 


GC = observed value of consumption 


Such. ex ‘post valuation expressions are of limited usefulness. An 





22B. A. Weisbrod, "The Valuation of Human Capital”, Journal of 
‘Political Economy, (Oct., 196i 5p eH2O% 
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ex ante definition requires the incorporation of risk and uncertainty, 


hence 


n 
ceve=) 
C= 
where Pj 
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number of possible outcomes 
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= uncertainty premium 
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value of consumption 


WW 


expected value of productivity minus expected 


value of consumption {1.¢., net productivity) 


To operationalize these normative definitions, macro-economists 


usually turn to the second perspective previously noted, that of value 


to the person himself. 


In this case the discounted earnings stream of 


the person being valued is used as a surrogate to reflect that person's 


value of production. 


Formally, 


ae 

CV = i 
t=o 
where CY 
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(5) 


= capital value of an individual to himself 


earnings 


expected value of earnings 
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It is important to stress again that if this surrogate definition 
is to be useful in macro~economic analysis, individuals must be paid, at 
least on average, their marginal product. Otherwise capitalized earnings 
cannot be used to quantify and measure the inputs of productive 
resources, and the use of the concept in explaining such phenomena as 
the sources of economic growth would be vitiated. 

This is not to sa that the second perspective of value is only 
useful as a surrogate to reflect the value of a person's productivity in 
macro-economic analysis. The value of an individual to himself per se 
may be useful in personal economic planning. For example, a person may 
wish to evaluate the question of whether or not to undertake further 
education on the basis of expected future economic returns. Such an 
evaluation is facilitated by taking into account both the money and 
opportunity costs to the individual of further education in addition to 
the expected increase in earning power. One any) .29 

Finally, the value of an individual may be viewed from the organ- 
ization standpoint. As with physical capital, the business organization 
is primarily interested in human capital in terms of an investment. In 
a perfectly competitive economy in equilibrium, the gross value of an 
individual is equal to the costs incurred by the organization in 
acquiring and maintaining that individual. However, with monopoly, 
imperfect knowledge or disequilibrium, this equality need not be true. 
As rational investors, organizations desire to maximize future returns. 


They are therefore primarily interested in the net present value of 


————— 





23For a fuller discussion of this type of analysis see G. A, Mumey, 
‘Personal Economic Planning, (New York: Holt, Rinehart and Winston, Inc., 


1972), pp.152-161. 
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human assets. 


Formally, 
a m “ Ss 

NCy =. y- 1,2, Pape a y 1,2) @kck) It (6) 
Come eye oat yer 

where NCV = net present capital value 
VWieee Velie sor productivity som services 
Ck = cost of acquisition and maintenance k 
Pk = probability of cost of acquisition and 

maintenance k 

u' = uncertainty premium for costs 


k>s = number of possible outcomes of costs 

This definition reflects the fact that in many cases there will be 
a Aifeceene set of risks and uncertainties associated with costs than 
those associated with the productivity stream. For example, contractual 
costs can extend beyond the stream of expected service contributions. 24 

The monetary representation of an individual's expected produc- 
tivity or services can be derived in one of two ways: a) by determining 
the product of quantity and price, or b) by calculating the income expec- 
ted to be derived.2? The "price-quantity' method requires the iden- 
tification of a "service criterion", or measure of an individual's 


services at different points in time. The price, or market value, of the 


services must also be determined. Under the "income" method, an 





24rhurow, Op. Cit., p.25. 


258, G. Flamholtz, "A Model for Human Resource Valuation", The 
Accounting Review, (April, 1971), p.260. 
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individual's future services may already be stated in monetary terms, 
because they are forecast as expected future income. Where individuals 
are part of a resource mix, it is also possible, at least ine principle, 
to forecast the income expected to be derived as the product of the 
services of the whole mix, and to allocate a portion to each individual 


according to some measure of his relative contribution. 
SUMMARY 


The interest of economists in the concept of human capital has 
pre-dated that of accountants. However, until very recently, most 
influential economists regarded labour as a fixed, homogenous factor of 
production. Investment in physical facilities was viewed as the key to 
increased output. Only in the last two decades have economists seen the 
potential of human capital analysis in providing insights into such 
problems as growth, investment and income distribution. There remains 
little idealogical objection to the concept. Most present day sceptic-— 
ism revolves around the utility of the concept due to measurement 
problems. 

Human capital value may be viewed from several perspectives, 
including value to "society", value to the individual himself, and 
value to the organization which employs him. Normative definitions for 
each of these perspectives were presented, In an accounting context, 
the third point of view, that of the organization, is probably the most 
important of the three. While individual value in this context is easy 
to conceptualize, several difficulties arise in any attempt to apply the 
normative definition to the real world. These measurement problems are 


considered in later sections of this study. 


a 
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CHAPTER ITT 


‘THE ACCOUNTING CONCEPT OF HUMAN ASSETS 


a 


INTRODUCTION 


The aim of this section is to put the problem of human resource 
measurement into an accounting context. This requires a discussion of 
the human capital ge as it relates to the meaning of assets in 
accounting theory. 

Accounting may be viewed as the process of identifying, measuring, 
and communicating economic phenomena for decision making.| Acceptance 
of this widely held view of accounting requires that if we are £o 
identify, measure, and communicate human asset information, then such 
data Meat be of some use in decision making. Since human capital 
values are not currently reported on financial statements, this discus~ 
sion must be restricted to theoretical arguments related to the assumed 
usefulness of such data. Some of these assumed uses for the organiza- 
tion will be seen to parallel the purposes of human capital valuation 


at the level of the economy as discussed in the preceding chapter. 
HUMAN ASSETS AND ACCOUNTING THEORY 


Accounting reports are aimed at two user groups, one external to 
the organization (e.g., investors, creditors, labour unions, customers) , 
the other within the organization (management). Different criteria are 


emphasized in the preparation of reports for these groups. Verifiabsiity, 


en gr te 





lips cieeapr ana, JE. 5 Introduction to Accounting: Economic Measure- 
‘ment for ry Decisions, (Reading, Mass.* Addison-Wesley Publishing 
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objectivity and freedom from bias take pre-eminence in external reports, 
while internal reports stress relevance and usefulness as their raison 
gietrést The following discussion relates exclusively to the definition 
of assets for external reporting purposes. Internal reports are not 
constrained by any authoritative pronouncements as to what constitutes 
an asset. Management may choose to measure and use human capital data 
in anyiwayvlosees Petes 

In his authoritative text on accounting theory, Hendriksen notes 
the recent emphasis in official pronouncements and other writings to 
view assets as service potentials or rights to prospective benefits 
accruing to the business enterprise.¢ This emphasis, he states, is 
correct because it provides for an all-inclusive definition and because 
it permits the problem of measurement to be treated separately.? Within 
this basic jag oe he sees the following characteristics as being 
essential:4 

ale There must exist some specific right to future benefits or 
service potentials. While uncertainty as to future rights or benefits 
does affect valuation, an asset exists provided a positive future 
benefit is expected. 

2 The rights must accrue to a specific accounting entity. 
Though this implies that assets must be under the control of the organ- 
ization, such control can be interpreted broadly enough to include the 


ability of the firm to exercise its rights. 





2&. S. Hendriksen, Accounting Theory, (Homewood, Illinois: 
Peepeslowin, Ine. , kev. Ed. , 7197075 pp.252-3. 





SM ciara apse 


* Thid. 

















eHiraye? Lenreiss of soccineAtp esl Ferd Fire ae, 
ferated stott aa eramiuvtabo \ he NPL Lst Sea we peg ing: 


pkbeinttob sito oF ylovtoulws osintay 4 cenoey Spree eee aa 


S07 S94 eivode’s isa csds! AY {iJ 299s tat? oe Tee a3 saeq 2 
25 3) >] 5 tepaty inv oJ ° 5 | , oJ liv Tei he boot ties! 
op 1a ia: ? ae. te lia ni bf 43 ¢ Lin, 2 nliys ory rad | 10@an aa 


“th obbe 9s view See ae 





ration qausitinol . diane  ovits2 Totti Bae - 


P ~283G3a off ,ataniq : "DOF. 119 TODy BUSES a : 


mrhyew YoatIvteges Dero: t. ad a of ila peatlosa as « Sinpteey, 42 





SI229029 109 gidait stwis] ct # \Ali3.19 5M PodwW ye lekion ce ey | 
Stuini uvidierg cs bebi vas: a& Joqggns 4 been t Pas 
. BOL eas : q ee ve ‘Oley 2 aegh 
bedsgien of eee 
e¥2ci0a gaitesqoss siliseqs a m! aktgay deo) enishy aaT 4 


SBegse Hid Ie Lovaaes at roby od iwry gIeAeg Deda Roligie alias 


me Sbulahd 9 Maypna yl bist boner yas adioe soneae tee 


; - a pairs 





icles 


a 
_ 
7 
- 





De 


ov There must be a legally enforceable claim to the rights or 
services. Somewhat paradoxically, Hendriksen goes on to state that this 
does not require that the firm must have a formal legal title or even a 
formal contract. The accountant, he says, must rely on the apparent 
intent of those who have an interest in the asset rather than on the 
strict tecality*of the right, 

A review of other recent authoritative pronouncements reveals 
another possible criterion. Sprouse and Moonitz suggest that rights to 
future benefits must have been acquired as a result of some current of 
past transaction.° 

Since it is not now a generally accepted accounting practice to 
attempt to measure and report either a firm's investment in, or the 
economic value of, its human resources, it seems that the human 
component of an organization does not satisfy these etiteria. = | lis 
question is now considered in detail. 

1s Do human resources have service potential? 

Perhaps one reason why the labour force is not considered an asset 
in terms of this criterion relates to the argument that employees do not 
have a "service potential" extending beyond the current period; they 
are paid for rendering current services and no asset is formed by these 
payments .© Lev and Schwartz take issue with this view by arguing that 


if it were true, then no firm would invest in (as opposed to maintain) 


rn ES 


OR. T. Sprouse and M. Moonitz, "A Tentative Set of Broad Accoun- 
ting Principles for Business Enterprises", Accounting Research Study 
‘Noz3; (New York: A.1I.C.P.A., OZ yes cs 
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OShaffer would probably agree with this argument — see supTta, hades 










“ae a) — ee 

















7 
7 ’ 
ie 
Fae 


Ww eijilg?ia ali 03 gin! oidoos ies “ise Dies re ae =T. a 
We Sele stnte 91 8 weg «sed shortll (ieee 4 2a Lopate ee | 
m mnve.ato ofiy Lagat Lorre! b San wert? Gir} seit qehapne tou gee) _ 

Sassaqge WE) wo ylos anon ,iyen ail Qs a2: (epee Gee 





Gg 
att) wh ie 44 ‘til 43 P l4ou Ee i oa) : earn Ofne Agu 18 vessak 
ar See etd ie eb ee ne -?atrvis 
re; ‘9? sa~8 fg if? ii9 j ‘ ay) i> J hod 75 Wolves a 7 
2a 2ortnliea gor% ot oe ‘ ” p ; i ae: Steneq eae 
Tu vat j a ' i i nt = a 4= ‘ ere 0 | 
i ; - ind) ene ae 
} } J m4 te . 
68 oot — ers piv ' Libr ay it ts TT SAS 
ail 7 Ty ol 2a 
4, Gels esl vif a v 35/90) SEecGae 
~ : ; a : 
ivi ? ' y ’ ‘ 14 H %4 [in 7 
' n o J rere : 
a Hines woo at orleans 
j 
a 
i € ital oe is i td ot ol ; 
i = 4 ’ wwii fy An “~” a { 
S71) Tih . rae I az } iy, oeyit a mokoawy Jat ] fasved = 


im 6b eoeeniqig jet) sas, oi) 09 4o Sled nobis elite ae eat BE 
my eeeiay Snaries any lutwed onion “letsiato abel i oot 


OGG) 40 Neem GL fo0s% ur des w2)wier. ets yeiwshoo® sot LG eae 





Pere weivgic Wi WARY iAs dtiw sunai int sO Ue os bate vad de 


ASMP Mie or\iheweyer 2k) wt sermt. Kline yD aver itt pcetaied 
: ; | « d ; . - (ae - Pe 


7 








7 





=a 


_ 





28 


human capital./ They argue that expenditures on training programs, 

facilities for improving employees' morale, etc., are made with the 

expectation of future returns, thus increasing the service potential 
embodied in human capital. 

Drawing on some of the insights provided by Becker's analysis of 
the value of a firm's on-the-job training expenditures, this position 
as a general statement is open to question.® A brief summary of 
Becker's analytical framework follows.? 

If we assume perfectly competitive labour and goods markets, then 
in the absence of hiring and training costs, etc., employees will be 


paid their marginal product in each period, i.e., 


MPe = We 3 otor all t. Gl) 

If we assume training outlays (k) occur in the first period only, 
the following relationship between present and future receipts and out~ 
lays may be described: 

n-1 n-] 


MPo t+. }  MPy =Wotk+ } OW (2) 
t=1 (1+i)t t=) (141) 





If we designate G as the firm's future return from training, then 


n-1 
Ge f Meow, (3) 


eaik (Gen) 


a 


7B. Lev and A. Schwartz, "On the Use of the Economic Concept of 
Human Capital in Financial Statements", The Accounting Review, (Jan., 
DO Tay gu Piedad s 


8G. S. Becker; Human Capital: A Theoretical and Empirical Analysis 
with Special Reference to Education, (New York: National Bureau of 
Economic Research, 1964). . 











9Becker's work was briefly introduced earlier in this study - see 


‘supra, p.10. 
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Expression (2) can then be re-stated: 
MPog +G=Wo tk (4) 


In addition to actual training outlays (k), the economic cost of 
training (C) includes opportunity cost which consists of the production 


Oppertimeties torerone as a result of training, 1.¢e.', 
MPL + G = Wo + C (5) 


where MP), = the opportunity level of product during the 
training period 

Expression (5) represents the basic equilibrium position of the 
firm with respect to returns and cost of training. Only if the wage 
rate during training is exactly equal to the trainee’s potential marginal 
DPLOduecivity during that period will returns and costs be equal, other- 
wise they will differ. 

Given the assumption of competitive markets, then wage rates must 
equal marginal productivity. Firms, therefore, have no incentive to pay 
the costs of general training since all of the returns are captured by 


the trainee. 


Thus, 
G=0 (6) 
and MP§ = W,+C 7) 
or Wo = MP6 - C = MPo - k (8) 


Expression (8) describes the appropriate wage level for general 
training in a competitive market. Since future returns are zero, no 


asset has been created. 
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Admittedly, the validity of this position rests on the underlying 
assumptions of perfectly competitive markets and perfectly general 
training. However, it does point to a situation in which, at least in 
theory, the service potential embodied in human assets is not increased 
by a firm's investment in training. 

The few empirical studies done on the costs and returns associated 
with training have been hampered by measurement problems. For example, 
Mincer noted that the direct costs of on-the-job training (as revealed 
by accounting data) probably represent only a fraction of the actual 
costs borne by the firm, +0 However, their conclusions, though very 
tentative, do indicate that, at the level of the economy, a positive 
return on training expenditure is earned. 

In summary then, it is not possible to conclude unequivocally 
that Hendriksen's first criterion is met in all cases. At best, we 
might observe that in light of the unliklihood that the assumptions 
underlying Becker's analysis hold eae im the real world, and on the 
basis of the (tentative) empirical evidence previously noted, it is 
probable that some individuals do have increased service potential 
extending beyond the current period in some organizations. 

ane Do the rights accrue to a specific accounting entity? 

This question naturally pre~supposes that the Lirso criterion is 
met. In terms of Becker's theoretical analysis, it might be argued that 
rights do not necessarily accrue to firms providing purely general 


training since this training increases the marginal productivity as much 





103. Mincer, "On-the-Job Training: Costs, Returns, and Some 
Implications", Journal of Political Economy, (OC. slU02). ee. 



















Setyitebes of) to Gseat ColLrinep =) tn ees Hay oA, wpa 
lavenps yirootiey ben slon tem. Bi tina Ls oa Bray So: ut 


— 


Wf Peasl Je ehatele aF mottowd t fabel S909 FF craters * _ ; 
besaetont dor wi atenea ceil 1) holletee LOT eg eee ae toed: 
: : : 7 

pibad weap ak itor fay at {end ot ee, 

Miia fSonees emvirtes bein 222: oan OD Lodhi Tea ed oat = i 
safeenrs sot .essld- cv c . of ovul patois Baie 

ligleevst e@ ad Sak | ua zed, bayey veel a 

Hos. ada Be aetso= ’ . . 1¢ (tab qn eg 

peur geod? pono! ‘Lae yovell "0? sii. hd ae 


¥itleog & ,eRUMioe fam J %6 Folk 6 testbne eh ae 


ee 400d YA ec 3 | yo Paapees 18 ea at 
anolsqmuaas od’ 3 4 i a idta av ised, aya | : 

mt co bone , bl te 7 at! . hihey/ ene-a  tTaloed eek Donia 

SE 3. ,hd y.aus v3 bread (OUT tasa sks = ehnad = 
falinojog solyrsu GES Tan ‘W) oe alguhisg tend see Testy | - 

iy 2. Th é| a % ofS Batol ov Se 


f¥? lene BRFSS IOn Di Lise Hi of Sn SAe 35 ors ams off 8 


,270 38% wits if) 


Bt wotsoerizs gett? amy recy S260 7'h-3 39 “i Lovactiniy, tat te ‘ely otay 


feet heugie of Migin 42 .wtex!lana (49) semnokd aoe Go ximds wry 
: - . P on i> . . _ 


7 7 





ae 






_) 





26 


in other firms as it does in the firm providing it. However, given the 
assumptions of perfectly competitive goods and labour markets, no 
return will accrue to either the firm providing the training or other 
firms, cance the first criterion is not met, 1t cannot be argued that 
rights do not necessarily accrue to specific firms under these circum- 
stances, 

On@the other hand, if we turn to Becker's analysis of specific 
training, theoretical arguments can be made that rights do accrue to a 
specific firm. 

Specific training raises productivity more in the firm providing 
{it than in other firms. The firm providing this training is able to pay 
for all or part of the training since it can subsequently obtain a 
return by paying wages less than the marginal product of the specifically 
trained worker. Becker argues that the rational firm will share part of 
the cost and part of the returns with the trainee in order to minimiz 
the danger of losing its investment. If we also assume rationality on 
the part of the specifically trained worker, we can argue that an 
increase in service potential does accrue to a specific firm in this 
case. 

A more extreme example occurs if we drop the assumption of perfec- 
tly competitive labour markets. Where a firm is in a monopsonist 
position in the labour market, all training is specific and all returns 
might accrue to the firm providing it. 

Evidence is also available that firms attempt to protect their 
investments in individuals through pension plans and seniority POLLCLES. 
Such measures tend to restrict the mobility of employees in that they 
exit from the firm at the expense of losing the rights and priveleges 


adhering to these plans or policies. 
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To summarize, it appears that firms can and do attempt to ensure 
that rights to the-service potential of their employees remain with them. 
Emphasis is placed on the word "attempt". In terms of Becker's 
analysis, a world of certainty and of rationality on the part of all 
firms and all employees would effectively guarantee that rights would 
accrue to specific firms. However, given the absence of rationality and 
certainty in the real world, it appears that Hendriksen's second 
eniteriasis! not strictly met, 

Be Is there a legally enforceable claim to the rights? 

The legal concept of an asset includes ownership (for physical 
objects), legal rights to the payment of money or equivalent, and legal 
priveleges of various kinds (e.g., prepaid rent)./1 Clearly human 
resources do not fit this, definition, 

Qn the other hand, if we accept Hendriksen's less restrictive view 
and rely on the apparent intent of those who have an interest in the 
asset rather than on the strict legality of the right, then arguments 
can be made that humans do represent assets in this context. Adherents 
to this view would also favour the capitalization of long-term leases 
and other executory contracts. In both cases the firm rents the services 
of capital (human in the former, physical in the latter) owned by others. 

Support for this view has been erowing in recent years. For 
example, the AAA committee in A Statement of Basic Accounting Theory 
stated that: 

Accounting at present recognizes most market transactions 


involving goods, services or money as one of the elements of the 
transaction. Present accounting also generally ignores, except 





ii in bohm, “What te an Asset?”', Journal of Accountancy: (March, 
1942), p.215. 
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in special circumstances, transactions involving an exchange of a 
promise for a promise. Leases, purchase commitments, executive 
and other labour contracts are generally denied recognition until 
the services or goods specified in the contract are either used, 
delivered, or paid for. Many of these-contracts meet the standards 
of verifiability, freedom from Dies and quantifiability at least 
as well as other reported events, 1 
Similarly, in a monograph on human asset accounting in 1964, 
Hermanson argues that the test of ownership for items to qualify as 
assets is a hindrance to the development of good accounting theory.13 
His definition of assets excludes the ownership requirement.14 
Lev and Schwartz have contributed a suggestion that human assets 
“in géneral do effectively meet the less restrictive test of “ownership".1> 
In their view, it is of no consequence that human capital cannot be 
owned in the literal sense. Individuals may be able to resign at will, 
but they can be replaced by others in the labour force. Thus ". . . the 
labour force as a whole is constantly associated with the firm and it 
can be constructively regarded as being ‘owned' by it".16 However, the 
validity of this generalization rests on the assumptions that 
(a) individuals of equivalent capabilities can be found to replace those 


who leave, and (b) the firm is able to earn a future return on’ the 


(additional) investment in acquiring the replacement, i.e., the 


12aAmerican Accounting Association, A Statement of Basic Accounting 


“Theory, (Evanston, Illinois: American Accounting Assoctatican, 1966) ,°p.32 





13R. 4H. Hermanson, Accounting for Human Assets, Occasional Paper No. 


14, Bureau of Business and Economic Research, (East Lansing: Graduate 
School of Business Administration, Michigan State University, 1964), p.l. 








l4pid., p.4. 
11 ey addesciwartz p.Onmethe Uae mem 2,0. Cli. p>. 109" 
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replacement represents an asset to the firm. 

Clearly, cogent arguments can be made that human resources 
effectivelymmeet this criterton(in its less :restrictive sense. lt is 
equally clear that the legal view is accepted in current practice. 

4, Are the rights acquired as a result of some current or past 
transaction? 

Not all authoritative pronouncements specify the satisfaction of 
this criterion in their definition of assets.1/ Hendriksen himself 
takes the view that the means of acquisition is possibly irrelevant, 
the important characteristic being that the rights do exist at a 
specific date.18 In any case, human resources appear to meet this 
criterion since the act of hiring an individual can be considered a 
transaction in much the same manner as any rental negotiation. In 
addition, a training outlay made by a firm with the expectation of a 
future return is clearly a transaction. 

From this discussion we can conclude that human resources do not 
strictly meet all of the above criteria. It should be noted, however, 
that these criteria really represent an attempt by Hendriksen to obtain 
a concensus as to what constitutes an asset. There exists no one 
authoritative definition to this writer's knowledge. Using reverse 
reasoning, we can say that if current accounting practice reflects 


"oenerally accepted" accounting principles, then human resources are not 





l7for example, see American Accounting Association, Accounting and 
~ Reporting Standards for Corporate Financial Statements, (owas Citys 


American Accounting Association, 195/ Reviston) tapes s 


18yendriksen; Ops Cite, Deco 
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assets in an accounting sense. 19 


Accounting principles do change, though slowly. The many research 
proposals initiated by the American Accounting Association and the 
American Institute of Certified Public Accountants during the 1960's 
indicate a willingness on the part of many accountants to expand the 
traditional boundaries of accounting measurements. One of these studies 
suggested that: 

“External users may wish to know degrees of employee 

morale, customer satisfaction, product quality, and reputation of 

a given entity. If quantification of these were possible, a sub- 

stantial amount of additional relevant information could be pro- 

vided the external users. The accountant must constantly be 

alert to the possible applications of new measurement methods to 

develop additional quantifiable information for external users}. 20 

This statement suggests that an even broader view of human assets 
is possible, and many writers support this view. In his book The Human 
to both the human organization and to customer goodwill. 21 Hermanson 
takes a wider view again.22 His definition enables him to include as 


assets not only “owned" assets but also what he refers to as "operational" 


assets which consist of all scarce resources operating in the entity 





es 


19T9 be fair, it should be pointed out that purchased goodwill may 
partially reflect human asset values at the date of acquisition. However 
this item arises only when one firm is taken over by another, and then 
only if the so-called "purchase" (as compared to "pooling") method of 
accounting is used. Furthermore, purchased eoodwill is effectively 
treated as a residual factor to be amortized over a short period of time. 
Thus we can conclude that there is no direct attempt to measure human 
resources in current practice. 


20American Accounting Association, "A Statement of Basic Accounting 
Theory so Ute Ol tie DP. 29. 


21R, Likert; The Human Organization: Its Management and Value, 


(New York: McGraw-Hill Book Company, 1966), p.148. 








n 
22yermanson; Op. Cit. 
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that are not owned.22 Such definition thug covers even more ground 
than Likert's view. 

In.this study, however, we are concerned primarily with the value 
of a firm's internal members, i.e., managers and employees. To this 
extent, at least, it appears conceivable that future "oenerally 


accepted"definitions of assets will encompass human resources. 
ASSUMED USEFULNESS OF HUMAN ASSET ACCOUNTING 


The normative definition of human capital value to the firm was 
presented in chapter II. There it was argued that since the firm is 
eee: interested in human capital in terms of an investment, it (and 
other interested parties) will ultimately desire a measure of the value 
of fururel returns 1.6.,.the, net presents value of its employees. How- 
ever many writers have argued that useful information can be gleaned 
from an attempt to measure some of the component parts of this net 
present value, especially a firm's investment in the human organization. 
They see this information as being of prime interest to management 
pending the development and validation of techniques to measure value 
(and, of course, general acceptance to report human asset data in 
external reports). To this end, three of the more prominent writers aha) 
the field currently see human resource accounting as Maen babe, POCess 
of identifying, measuring and communicating information about human 


resources to facilitate effective management within an organigation".2¢ 








ZIT BIG ps5. 


24n. L. Brummet., W..C.. Pyle, and E. G. Flamholtz, "Accounting for 
Human Resources, Michigan Business Review, (March, 1968), p.2Q. 
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The perspective taken here will be broader than this. Arguments 
related to the potential uses of human resource accounting will be 
considered from the point of view of interested parties both internal 
and external to the firm and with respect to proposed measurements 
associated with both the cost and productivity components of our normat- 
ive definition of human resources. 

The original stimulus to report human asset values actually came 
from the behavioural science area. In their 1963 paper, Likert and 
Seashore illustrated the possible impact of a failure to account for 
human asset values in the context of cost reduction programs. 2° They 
argued that while these programs appear to result in short run gains 
to the organization, their long run consequences can be unfavourable and 
remain hidden in the short run under traditional accounting practices. 
As a result of managerial pressure, ". . . the lower levels of manage- 
ment and the non-supervisory employees are apt to begin developing 
hostile reactions towards higher levels of management", 2° SE eee be hak iene cle 
affects performance goals, work motivation, and the adequacy and accuracy 
of communication tends to become unfavourable. Over time, this will 
result in decreasing productivity, increasing costs, and, finally, a net 
reduction in earnings. 

In effect, these programs tend to liquidate an organization's 
"human capital”, as they produce a detereoration in employee attitudes, 
motivation, and loyalty as well as increasing the probability of people 


exiting from the organization. Thus, Likert and Seashore would probably 





25R, Likert and $. Seashore, "Making Cost Controls Work", Harvard 
‘Business Review, (Noy. - Dec., 1963). 


261Bid., p.99. 
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argue that the decision to undertake a cost control program should be 
evaluated in terms of the expected costs to be incurred or value to be 
lost from liquidating human assets as well as in terms of the cost- 
savings expected to be derived. 

Likert has since suggested the use of social psychological measures 
of organization condition2/ as a first step toward quantifying in dollar 
terms the changes in human asset values occasioned by such cost reduction 
programs. Such interim measures, he says, may be used to indicate trends 
in the productive capability of a firm's human organization. 2° 

Some of the internal managerial decision making benefits 
envisaged by Likert as a result of these interim and ultimate measures 
are? 

a; More appropriate organizational systems of rewards and punish- 
ment where exploitation of human assets for short-run benefits would be 
reflected as a liquidation of these assets, and where the build-up of 
such assets may be encouraged.2? 

ZA Comparisons of alternative courses of action based on a more 
complete concept of relative costs and benefits. For example, what 
system of management (authoritarian through participative) is most prod- 
uctive and hence should be used by the firm? What strategies of cost 


control yield the lowest costs? 


2/Discussed in detail in chapter V. 

28p, Likert and W. C. Pyle, “Human Resource Accounting: A Human 
Organizational Measurement Approach", Financial Analysts‘ Journal, 
Chties = Pepe Loy pecs. 

29, ikert, The Human Organization, Op. Cit., De Llo. 


30rbid. 
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Likert and his associates also view such measures as being useful 


8 : ; 
31 Investors and creditors wish to make 


to parties external to the firm. 
more accurate predictions of future earnings. They are interested in 
learning how well a firm's resources are being managed. They therefore 
want answers to such questions as the following: Are current earnings 
commensurate with the assets at the disposal of management? Is the 
investment in certain human assets excessive? Does the firm have 
redundant assets that could be converted to cash and invested to yield 
a higher return? 

Likert would ultimately include measures of customer goodwill in 


° ° 3) i 
his notion of human assets.-% These measures, he might argue, would 


enable decisions related to the firm's 


icp) 


ecialeresponsibility tol be recon- 
ciled with profit goals. Further, the loss of customer goodwill and 
personnel loyalty during a period of wage disputes and strikes may 
reflect that such loss is more costly than the increase in costs resul- 
ting from higher wages. 

Though Likert's arguments for the potential usefulness of human 
asset data appear very persuasive, his proposed measurement methods are 
at a very early stage of development. Two major problems stand out: the 
validity of his highly subjective social psychological measurement method, 
and the conversion of resultant measures into monetary form. These are 
considered in a later chapter. 

Other writers, realizing the difficulties in obtaining "value" 


measures, have espoused the potential benefits of measures related to 





. 3lw. C. Pyle, "Human Resource Accounting", Financial Analysts' 
“Journal, (Sept, = Oct., 1970), p./4. 


S2itkert and Pyle, Op. Cit., p.82. 
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the cost stream only. Brummet, Flamholtz and Pyle note that the 
acquisition of human resources involves recruiting, selecting and hiring 
people to meet the organization's present and expected future manpower 
needs.33 In addition, training expenditures are often necessary to 
bring recruits to the desired level of skill and familiarity with the 
organization and its operations.24 Such training also involves an 
opportunity cost of foregone income.?? 

The measurement of these acquisition and replacement cost elements 
does not present insurmountable problems. Some of the expected benefits 
include the following: 

1. Management will have more complete information on the costs 
of personnel turnover. Measurement of these costs could be useful in 
deciding on remedial action and assessment of results.°° Furthermore, 
an “expected cost" of turnover could be factored into decision models 
concerning a choice among alternative courses of action, “For example, 
in a choice among alternative locaticns for a new plant, the firm might 
survey employee attitudes to determine the expected turnover associated 
with each location. An “expected cost" of turnover can thus be calcul- 


ated.3/ This factor may well be critical to the decision, bUGTisS 


Se ee 





33R, L. Brummet, E. G. Flamholtz, and W. C. Pyle, "Human Resource 
Accounting: A Tool to Increase Managerial Effectiveness", Management 
‘Accounting, (Aug., 1969), p.i2. 


(ome) 
341bid., p.13. 
35tpid. 


36p. LL. Brummet, E. G. Flamholtz, and W. C. Pyle, "Human Resource 
Measurement -— A Challenge for Accountants", Thé Accounting Review, 


(April, 1968), p.218. 
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typically ignored or held constant in such considerations. 

a. The process of manpower planning and control is facilitated 
through the provision of information about the composition of human 
resource investments. A system of standard acquisition and replacement 
costs can be developed to this end, 3° 

ae Decisions with respect to laying off employees during 
temporary recessions may be evaluated in the light of the longer term 
costs to the firm.2? For example, start-up costs may be estimated 
according to whether (a) all former employees return, or (b) none return. 
On the basis of past experience, degree of skills, the employment market, 
etc., the probability of laid-off personnel finding employment else- 
where can be estimated over a range of different lay-off periods. 
Expected values for start-up costs and payroll savings can then be com- 
pared. 

Ley and Schwartz#9 have also argued for the potential usefulness 
of measures associated with the cost stream insofar as they reflect the 
gross value of the human organization.“ In recommending the use of 
census~based wage and salary data as the basis for a surrogate measure 
of gross value, they see the following inferences for both management 
and investors: 

Jie The determination of human capital values suggests a new set 

38tpid. 

39m, O. Alexander, "Investments in People", Canadian Chartered 
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A0rey and Schwartz, On the Use .. ., Op. Cit. 


41piscussed in detail in chapter IV. 
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of financial ratios.4* For example, the ratio of human to nonhuman 
capital indicates the degree of labour intensiveness in the firm. 

Through the assignment of different weights to different employees 
according to their earning power, this ratio reflects the quality as well 
as the quantity of the labour force. 

Lev and Schwartz43 and Ronen44 poigteouce the similarity of pur— 
pose in attempting to. measure the composition of resources (a) at the 
level of the firm, and (b) at the level of the economy. In the former 
case, such measures may be useful in determining the effect of skill 
intensity on rate of return and growth, and would help to assess changes 
in the patterns of risk assumed by the firm. In the latter, changes in 
the nation’s composition of resources may shed some light on the 
patterns of economic growth. 

2s Reported human capital values will provide information about 


changes in the structure of the labour force. 


For example, it has 
been suggested that the "aging" of tie firm's labour force affects its 
rate of growth and relative share in the industry vis-a-vis the "younger" 
and more aggressive firms. 

Sir The difference between the general (based on industry-wide 


averages) and specific (based on the firm's actual wage scale) values 


of human capital may help to explain the observed phenomenon of firms 





42,.ey and Schwartz, On the Use ..., Op. Cit., aude 

43Tbid. 

445. Ronen, "Human Resource Accounting: Review of Economic 
Literature", Unpublished Working Paper for American Accounting Association 


Sub-committee on Human Resource Accounting, Dec., 19/1, DOr 


45,ey and Schwartz, On the Use. .., Op. Cit., ello 
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which consistently pay higher wages than the industry averages,46 Do 
such firms employ the professional elite and experience a higher rate of 
return or growth than their competitors, or do such wage rates merely 
reflect employees’ marginal productivity so that no extra returns accrue 
from employing superior employees? Lev and Schwartz see their gross 
value measures as a starting point in answering these questions. 

Flamholtz has recently eriticized Lev and Schwartz on the somewhat 
trivial grounds that investor decisions are not defined for which such 
human capital information is useful.4/ In reply, Lev and Schwartz state 
that in the absence of a well-defined and empirically valid set of 
investor decision models, their proposals are presented on the basis 
that they might be useful, 48 Indeed, the same could be said with respect 
to all of the proposed uses of human capital information described in 
this section. 

When measures of value are developed and validated, two important 
potential uses emerge, both of which closely parallel the purposes of 
similar measures at the level of the economy. 

ihe As discussed in chapter II, the measurement of return on 
investment in human capital at the macro-level has implications HOT, 
such national policy matters as education, health and immigration. At 
the level of the firm, such measures have implications for both internal 
(capital budgeting decisions) and external (investment decisions)users. 

4Orbid. 

47. CG, Flamholtz, "On the Use of the Economic Concept of Human 
Capital in Financial Statements: A Comment", ‘The Accounting Review, 
ane. oi), op. Ol. 

48p. Lev and A. Schwartz, "On the Use of the Economic Concept of 


Human Capital in Financial Statements: A Reply", The Accounting Review, 
(lam., 1972), p.1d3% 
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uae Just as human capital value measures will allow meaningful 


comparison Aaa nations, so will these measures lead to increased 
comparability among firms. Potential investors will be provided with 
more complete information on which to base their investment decisions. 
This, in turn, will lead to more efficient allocation of resources both 
in the world at large and within individual nations. 

Finally, measures of value might be useful in protecting the firm 
against the loss of its human resources, At present, group life insur- 
ance is automatically based on employee salaries (which, as we have seen, 
may bear no relation to the value of employees to the fic) pene, 
Barron and Rosenbloom have developed a linear programming model which 
attempts to measure the value of replaceable human resources on the 
assumption that such assets will be replaced if Jost.49 This “value” 
measure relates only to the loss of an employee's future services during 
the period of regeneration, thus mitigating the "time horizon" problems 
associated with other value measures. Though statutory requirements 
would currently appear to inhibit the implementation of. this protection 
device, it does appear to have merit for the risk management activities 


Oteiarmes. 
SUMMARY AND CONCLUSIONS 


An attempt has been made in this chapter to place the economic 
notion of human capital into an accounting context. In the first 
place, the question of whether human capital can be considered an 


asset in terms of current financial accounting theory was discussed. 


od 





497, Ff, Lee, F. H. Barron, and.J..S.-Rosenbloom, "Evaluating and 
Protecting Human Resources", Financial Executive, (March, 1972), pp.56-58. 
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Since nothing exists which can be described as the universally accepted 
definition of an-asset, this question was considered in the light of 
several criteria which appear to represent a concensus of authoritative 
opinion. It was generally concluded that human resources fail to meet, 
in all cases, a strict interpretation of these criteria. However, given 
a more liberal interpretation, persuasive arguments can be made that 
human resources meet the spirit or intent of the criteria. Furthermore, 
in the light of recent research proposals sponsored by professional 
accounting bodies in the United States, it was suggested that authorita- 
tive definitions of assets may well specifically include human resources, 
at least to the extent of the firm's internal human organization, in the 
foreseeable future. 

In the second place, the assumed usefulness of human capital data 
was considered from the point of view of interested parties both internal 
and external to the organization or accounting entity. This step was 
considered necessary in view of the avowed purpose of accounting to 
provide information for the decision maker. The arguments presented 
indicate a strong case in favour of providing human capital data. 
Although the ultimate goal is the provision of a measure of net present 
yalue, many writers have argued that useful information can be obtained 
in the interim from measures associated with the cost stream only as 
well as from social psychological measurement data, 

A couple of points should be borne in mind with respect to the 
potential uses of human asset data. Firstly, most proponents do not 
distinguish the relative usefulness of such data to various organizations. 
In such human-resource intensive industries as aerospace, advertising, 
consulting, entertainment, professional firms and universities, the 


implications are obvious. However, where much of the human organization 


bod 
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plays a relatively fixed role in relation to physical capital in genera- 
ting future income, (e.g., telephone, railroad companies) or where 
environmental constraints place an uncontrollable limit on future 

income (e.g., several types of farming), such data will be much less 
useful, 

Secondly, the expected utility of human asset data depends to a 
large extent on the development and validation of measurement methods. 
Though this is obvious with respect to value measures and the conversion 
of social psychological measurement data into monetary TOM, lc to OT 
so obvious with regard to measures associated with the cost stream. 
Historical measurement of investment outlays, for example, does involve 
an allocation problem. Measurement methods are considered in the follow- 


inechapucns’. 
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CHAPTER IV 


SS SS eee 


INTRODUCTION 


Perhaps the major problem in attempting to derive a real-world 
measure of the normative definition of the value of the firm's human 
resources lies in obtaining a monetary representation of an individual's 
expected productivity. As noted in chapter il, Flamholtz has suggested 
two ways in which this measure may be derived, the so-called "price- 
quantity" method and the "income" method.! Following are some of the 
problems, as yet unresolved, in obtaining valid real-world measures 
Minder ret tner sol: these eae 

If the "price-quantity" method is used, it may be ditficult to 
obtain valid performance or service criteria. For example, where an 
iidividus Weis gare Of 2 mis OL human, physical and financial resources, 
it may be difficult to determine his actual or expected contribution. 
Further, even though performance criteria may be available, it is 
difficult to forecast not only the quality of expected future services, 
but also the prices for these services. 

Tf the "income" method is used, the problem of estimating future 
earnings is evident. This is especially difficult where individuals are 
part of a resource mix which includes people as well as other resources. 


Elias points out the analogy of this problem to the joint cost problem. 2 


ee 





lm, G. Flamholtz, "A Model for Human Resource Valuation.) (ne 
‘Accounting Review, (April, Sty de eget al 


2N, Elias, "The Impact of Accounting for Human Resources on 
Decision-Making: An Exploratory Study", Unpublished Ph.D. Dissertation, 
University of Minnesota, 1970, p.29. 
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He notes that the present value of a single asset depends on the order 
in which this asset is acquired relative to other assets.’ For example, 
if asset A is the first asset acquired, its present value may be 
$10,000. Now if asset B is acquired, the combined present value of A 
and B may become $12,000, so that the present value of B alone would be 
considered to be $2,000. However, if asset B was the first asset 
acquired, its present value might have been $10,000 and A's $2,000. 
Though methods exist to allocate these values (for example, one could 
take the weighted average of the values of each asset assuming different 
orderings of acquisition), they are necessarily arbitrary. Finally, 
there remain the well-known technical difficulties in selecting an 
appropriate discounting rate. 

The difficulty in obtaining a principal measure of value has 
prompted a search for surrogate measures (which, by definition, can be 
used in place of the principal measure) .4 The results of this search 
for operational "valuation" models are considered in this chapter. It 
will be seen that some of these models use the individual employee as 
their evaluation base (such "values" are aggregated to obtain a measure 
of human resource value to the firm), while others attempt to obtain a 
single overall measure for the firm. A critique of these models is pre- 
sented having regard to (a) the apparent validity of resulting measures 
as surrogates of value, and (b) the practical problems in implementing 
the models. 

3ibid. 

4For an excellent discussion of the characteristics and use of 
surrogate measures in decision-making, see Y, Ijiri, R. K. Jaedicke, and 


Kagee tts ene: "Mrthe. Effects of Accounting Alternatives on Management 
Decisions", Research Accounting Meas surement, ed, by R. K. Jaedicke, 


BGS Ge hig En a a aa 0. Nielson, (Evanston, {liinois: American Accounting 
Association, 1966), pp.186 —- 199. 
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MEASURES OF COST 
‘Outlay (Acquisition) ‘Cost: Thé "Barry"! Model 


In conjunction with the University of Michigan Institute for 
Social Research, the R. G. Barry Corporation has recently installed a 
human resource accounting system. Barry, a small apparel manufacturer, 
is a public company listed on the American Stock Exchange. While the 
company ultimately intends to develop replacement cost and value measures, 
to date it has concentrated on historical measures of outlay cost with 
respect to 147 managers and 425 factory and clerical personnel. The 
petlowine chart shows how the model works. (Figure $)./ 

Cost data for the model's investment components are generated in 
two ways: (1) direct out-of-pocket expenditures for such activities as 
recruiting and acquisition of people, training and seminar expenses, etc., 
and (2) allocations of salary for periods of training, familiarization 
and development - periods when the organization is unable to benefit fully 
from a person's efforts.§ 


Human resource account balances are amortized annually based upon 





5For a detailed description of this system, refer R. L. Woodruff 
and R. G. Whitman, "The Behavioural Aspects of Accounting Data onerer— 
formance Evaluation at the R. G. Barry Corporation (with Special, Rerer= 
ence to Human Resource Accounting)", The Behavioural Aspects of Accounting 


“Data for Performance Evaluation, ed. by fs. 0.8Butns, (Columbus: College 


of Administrative Science, The Ohio State University, 1968), pp.1-34. 














6w. C. Pyle, “Monitoring Human Resources — ‘On Line! "Michigan 


Business Review, (July, 1970), p.26. 


7R, L. Brummet, E. G. Flamholtz, and W. C. Pyle, ‘Human Resource 


Measurement - A Challenge for Accountants", The Accounting Review, (April, 
1068) no 22 


Sp. L. Woodruff, "Human Resource Accounting", Canadian Chartered 
““Aceountant, (Sept., 1970, eo. 
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the expected working life of the individual, or, im the case of training 
and development accounts, on a fixed, shorter period.? All accounts are 
frequently reviewed by operating managers who indicate any specific 


Wreite-oLtsmtostrainine 
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experience, or development which are deemed 
necessary due to "obsolescence" of the investment.+9 Total write-off 
obviously occurs on the departure of an employee from the company. 11 

Drs, tines model, human assets are valued as the unexpired 
portion of the cost of recruiting, hiring, training, familiarization and 
development of personnel. These costs are accumulated for each employee, 
and are assumed to be additive in representing a measure of value to the 
organization (though, to complete the picture, the company is now 
attempting to design a system to measure so-called organizational invest- 
ments which are defined as investments undertaken in human resources over 
and above those made in individual employees as individuals, and which 
offer long term benefits to the organization, e.g., organizational 


start-up and planning expenditures) .12 
‘Positional Replacement Cost: Flamholtz 


Flamholtz has defined positional replacement cost as ". . . the 
sacrifice that would have to be incurred today to replace an individual 


in a specified position with a substitute capable of providing an 


“9Tbid. 


l0pbid. 


—_————— 


Litbid. 
12p, L. Brummet, W. C. Pyle, and E. G. Flamholtz, "Human Resource 
Accounting In Industry", Personnel Administration, (July — Aug., 1969), 
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the cost of replacing a given individual, but to the cost of replacing 
the set OL services required of any incumbent in a specified position.14 
This measure, Flamholtz states, should include both outlay and 
opportunity costs as well as direct and indirect costs./° The 
following chart identifies the replacement cost elements which Flamholtz 
feels ought to be measured, (Figure Tr)! o 
Acquisition costs, learning costs, and separation costs are seen 
to comprise the basic elements of the model. Acquisition costs refer to 
the sacrifice that must be incurred to acquire a new position holder, 
and ioe parallel those of the "Barry'' model except for the PCOSe 10 
promotion or transfer from within". This latter element comprises 
mt )  '! "the cost ..!. . incurred when one position holder is used to 
replace another".+/ ¥Flamholtz notes that except in entry level positions, 
this element can involve an iterative chain of vacancies and replace~ 
ments .+® 
Learning costs are defined as the differential cost incurred 


until an individual achieves the level of productivity that is normally 


expected in a given position.1? In addition to direct outlays, this 





13p. G. Flamholtz, "Human Resource Accounting: Measuring Positional 
Replacement Cost", Unpublished Paper, Graduate School of Business, 
Columbia University, 1972, p.6. 
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Figure II 


MODEL FOR MEASUREMENT OF HUMAN RESOURCE REPLACEMENT COSTS 
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element includes the opportunity cost of lost performance preociete. in 
adc Gt tonmiiomtne tra ines, 

Separation costs refer to the cost of separating the present 
position holder.29 For example, an indirect cost may occur because the 
responsibilities of the vacant position are not being performed. This 
impact may extend to the holders of other positions who may perform less 
effectively when one position is vacant. Another element refers to the 
cost of lost productivity prior to separation, assuming that there isa 
tendency for performance to decrease at such a time. 

Flamholtz' model is intended to develop two measures of positional 
replacement cost, both "standard" and Nanticipated™, 2+ The difference 
between the two has to do with the availability of "natural substitutes" .22 
Standard positional replacement cost refers to the cost to replace an 
individual assuming he is replaced by the "natural" or "most desirable" 
substitute whereas anticipated cost refers to the estimated cost to 
replace an individual by the "best available substitute".23 The 
difference can sometimes be attributed to the degree of effectiveness 


of manpower planning in an organization. 


Analysis 


The "Barry" model and the "Plamholtz" model posses basic 





20Tbid. 
2ltpid., p.10. 
22Tbid. 
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similarities and differences. They are alike in that they focus on cost 
as a surrogate for yalue, and both utilize the individual as the basic 
unit of measurement. They differ in the scope, purpose and timing of 
measurement, One is an ex ante valuation model (Flamholtz) while the 
other is an ex post model (Barry). A critique of each model follows 
under the terms stated in the introduction to this chapter. 

The limitations of historical cost as a surrogate for value are 
well known. Returning to Becker's theoretical analysis of on-the-job 


training ,24 Vertigan notes that from the basic relationship developed 


by Becker, i1.¢€., 
Mei + Ge Wo tC 


only in special circumstances will cost be an appropriate measure of 
investment value. This condition will hold only when the wage rate 
during the training period is exactly equal to the trainee's potential 
marginal product during that period.2? In addition, he notes that the 
use of outlay cost completely ignores the extent to which training 
outlays might have been recouped by salary reductions during training. 26 
Tewe assume at the extremity that perrectly general training only is 
provided by the firm, then it is feasible that all training outlays are 
recouped by the firm in this way. Further, given Becker's underlying 


assumptions of perfectly competetive goods and labour markets, then 








24g. S. Becker, Human Capital: A Theoretical and Empirical Analysis 
‘with Special Reference to Education, (New York: National Bureau of 


25m, J, Vertigan, “Human Resources — Some Economic Background", 
Unpublished Working Paper for American Accounting Association Sub- 
committee on Human Resource Accounting, Dec., SSI eG Rel 


26Tpid., p.9- 
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fubutestetuensnate Zero... elhis,inethis situation, outlay cost-is seen 
to overstate the net present value of a firm's on-the-job training 
investment by the full amount of the outlay. 

The validity of these arguments, of course, rests on the assump- 
tion of perfectly competetive markets. Furthermore, Becker's analysis 
deals only with the on-the-job training aspects of outlay cost. Never- 
theless, the analysis does serve to point out some of the theoretical 
inadequacies of historical cost as a measure of value. 

At present, no attempt has been made to assess the reliability 
and validity of the Barry measurement system. However, even if it was 
established that the. outlay cost accumulation procedures at Barry do 
reflect an approximation of value to the firm at the time of acquisition, 
several problems would remain. Firstly, such costs would need to be con- 
verted to some common denominator in order to take account of fluctuations 
in the measuring unit (i.e., the price level problem). Secondly, before 
such a system could reasonably be ee ee to provide a measure of the 
yalue of the firm's human assets, it would need to be in operation cor 
a number of years, ideally the number of years that the longest standing 
employee has been with the firm. Finally, the validity of amortization 
procedures would still need to be established. 

With regard to the practical problem of implementation, it appears 
that the "Barry" model scores highly in relation to other suggested 
models. It is, in fact, the only human resource measurement system 
which has been fully implemented in an organization. Furthermore, since 
4t is based on conventional accounting procedures, it seems more likely 
to enjoy general acceptance than other models, 

The main problemgin obtaining the required data revolve around 


two areas. Firstly, while great confidence can be placed in obtaining 
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accurate measures of certain cost elements (e.g., development expen- 
ditures where an employee attends a training course and is physically 
absent from the firm), this cannot be said with respect to other 
elements. For example, the salary allocation methods with regard to 
informal training and familiarization are highly subjective and 
necessarily arbitrary. Secondly, the same subjectivity and arbitrariness 
characterize the amortization procedures. 

Turning now to the "Flamholtz" model, it can be argued that replace- 
ment cost is apparently more valid as a surrogate of value than 
his torical cost, Since Utisy by definition» more closely related to the 
market's current assessment of an asset's economic value. Chambers, in 
fact, once wentiiso far as? to say that current. ‘cost is ‘the market's 
estimate of economic value: 

The price currently ruling for producers' goods is the 
market's assessment of the present value of expected income flows 
from os use at the present Eves. Gieprices, for all) potential 
users of such goods.2/ 

This assessment, of course, assumes an absence of market imperfec~ 
tions. But is replacement cost the same thing as current cost? 
Flamholtz believes so insofar as replacement cost represents the sacrifice 
to be incurred by a single firm rather than the market as a whole in 
28 


replacing its resources. 


The absence of direct market measures?” of replacement cost 





27R, J. Chambers, ‘Towards a General Theory of Accounting, 
(Melbourne: The Australian Society of ‘Accountants, 1963), p.29. 


2891 amholtz, "asModeliLant th) (Ope Ott ip 204. 


29Some exceptions do exist, for example, professional athletes in 
football, baseball and basketball. 
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prompted Flamholtz to develop his model. Thus, the model itself 

really attempts to measure an unknown market assessment of value, which, 
in turn, may approximate economic (net present) value to the firm. It 
can therefore be constructively regarded as an attempt to measure the 
surrogate of a surrogate. Baring compensating errors, it seems fair to 
say that resulting measures are apparently less valid as surrogates of 
economic value than would be the case if market assessments were avail- 
able, though this remains, of course, an empirical question. 

Another question relates to the additivity of such values in 
obtaining a surrogate measure ara ie value of the firm's total human 
resources. It would appear that the model was not designed to provide 
such an aggregate measure. In view of the iterative chain of effects 
which the model attempts to measure (for example, learning costs include 
the opportunity cost of lost performance of others in addition to the 
trainee), it is clear that countless permutations of effects are possible 
if all personnel were valued simultaneously. It therefore seems obvious 
that the model attempts to measure positional replacement cost for one 
position holder at a time, assuming all other position holders constant. 
The ramifications of this argument are particularly clear with respect 
to “anticipated” positional replacement cost. Again, the validity of 
such an aggregate measure as a value surrogate remains an empirical 
question. 

Most of the practical problems of implementing the model emanate 
from the fact that, being an ex ante valuation model, resulting estimates 
of replacement cost are subject to wide variation. For example, Likert 
and Bowers reported that when managers were asked to estimate the cost 


of completely replacing their human organization, the estimates ranged 
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from two to ten times their annual payroll.39 

Flamholtz has attempted to apply his model at a branch of a 
medium-sized insurance company in the United States.” In this study, 
one sales team of 15 salesmen and 16 claims personnel served as subjects. 
In addition, five supervisors provided estimates of some of the data 
required .3 Flamholtz was able to collect some of the data from 
objective sources such as historical records, time sheets, and wage 
rates, though the cost estimates derived from these sources represented 
a relatively small proportion of total positional replacement cost. 

With regard to the necessary subjective estimates of indirect 
costs, Flamholtz did make an attempt to ensure that these had face- 
validity to the organization. He did this by requesting top management 
to indicate those persons who were most capable of providing 2 SnSne 
estimates of the particular data involved. In addition, he drew on 
Festinger's theory of cognitive dissonance by requesting those making 
the estimates to indicate the degree of confidence they had in the 
reliability of the estimates. Where a low degree of confidence was 
perceived, Flamholtz reasoned, estimatOrs would experience discomfort 
or dissonance, and would be moved to search for more information to 
yeduce such dissonance. 

In conclusion, Flamholtz does appear to have demonstrated the 
feasibility of implementing his replacement cost model. Moreover, should 
an organization such as Flamholtz' research site decide to implement an 


on-going system for accumulating replacement costs, then the verifiability 








30R. Likert and D. G. Bowers, "Organizational Theory and Human 
Resource Accounting", American Psychologist, (Sept., 1968), p.588. 


3h yjamholtz, Human Resource Accounting . .., Op. Cit. 


SYA ious eet in 
























oS vivig 4 Yapiries aiwit t ; 
\ i _ 7 j 
eit, donprdt a ie lover cli vagqn a Loyd Genk 899 ; ni 
: 
jyfoue alets af ae teth Legh ano Ob (eeieaen Sone t tet 7 
ageeree ee faceted lomrteiog alitio af dee gpa al ef ta vibe ease ae — 
omeh aly jb). aus La 20 rigs LiPvoty Tne ay Aga S st i A i 
ih tid be ou fet Lag ob BETES 9 feat 0 sabathieneat 
nae. Gen wide a of on det ee Oeil ) 
Pees a> f | Peee . i Ohh Wee Pee : 
. Peurg “sure . . _ CHR eT Ee; Ee: clovd beket 6 
enivrhh . iwissgott 13 | 4 op eeeey ce a 
|, beawi . techt oe! O38 tiie ae vio Ub) oto he gaeee 
Mere himipr nis b3 . 1 it it colheaxo. Get al Gea eee | 
TERT Toe) ) @lleaes f Me on ner ay opi (pppaaae oe ; 
piyh a tu | bowl #125 TAR ae ji io aaaagiges 
(Pow «tres ‘a A) ' 7 F, wr Te) yah 'aagetdant 
) ln set sais) a Beka ag tthe as 
ee timc to 944 if A04NW. ‘ees Catioe wugty Mitr ‘Cheese 
ivRwoest) sairekeaews by rum Iwo ¢fhorrbbuaes : ag Deed A .bawbaoaeg 
“oo neteninwotal 4 f So Al28. og, Sg Ee is ak |e 
22 .rR ‘wma 7 
et) lateenoei-ayel of Yeon: eoohl gals atu i sntsliLanod died = 
aka , Petes rt ee abow Taw Inia) ere Ippon had 
, ee ee 






55 


of the data Could be enhanced. In the meantime, however, the model can 
at best provide crude "first approximations" of the true unknown 


positional replacement costs. 
DISCOUNTED REMUNERATION: LEV AND SCHWARTZ 


According to Ley and Schwartz, the value of human capital embodied 
in a person of age t is the present value of his remaining future 


© - 2° r « =a Ae « 
earnings from employment .3 Their valuation model for a discrete 


. +234 
income stream is: 
ab 
: oe 
t=T rE 
where Vt = the human capital value of a person t years old 
I(t) = the person's annual earnings up to retirement 
f= a discount ratesspecifiic to; therperson 
T = retirement age 


Since only after retirement is the series I(t) known, Lev and Schwartz 
convert this ex post valuation expression to an ex ante model by 
replacing the observed (historical) values of I(t) in, (1) with estimates 


of future annual earnings, denoted Tet). 


Thus 
al 
Pokal ist cm a: i & ( a ) 
* — ee ere 2 
v. } Chee ee 
t=T 


33B, Lev and A. Schwartz, "On the Use of the Economic Concept of 
Human Capital in Financial Statements", The Accountin ‘Review, (Jan., 
LOT Lye tel OS. 
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Finally, they incorporate the possibility of death occuring prior 


to retirement age into their model :3 


E(Vt*) = 


HOSS alls 


Prec) 2 ae (3) 
1E 1=T 


i 


where E(Vt*) the expected value Gk a person's human capital 


Puc) 


the probability of a person dying at age t 
Lev and Schwartz suggest that both the "general" and Mepeciiac: 
value of a firm's human capital can be estimated through the operation 
of this model.3/ The former would be based on age/average earnings 
profiles as revealed by census data for homogenous groups of employees.28 
The jeeps: would be based on the firm's own wage scale for the same 
homogenous eroups.>? Lev and Schwartz emphasize that the "specific" 
yalue can be computed only if the firm's labour force is large and 
relatively eee i.e., when there is an ample amount ot cross 
sectional data to form the earnings profiles, 4° 
The use of mortality tables, which are available for every country 
and region, is sugzested as the means of estimating the probability of 
41 


death occuring prior to retirement age. Finally, Lev and Schwartz deem 





36Tbid. 
PC Teg Melee 
38ibid. 
eer nid. 
40rpia, 


Alipid., p.106. 
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the appropriate discount rate to be the firm's cost of capital. 4? Thais. 
they state, is.the rate used in capital budgeting decisions, and is also 


the oppertinitwicost of) the-firm's resources, 49 
ema tysis 


The Lev and Schwartz model does not attempt to measure the net 
value of a firm's human resources. It purports to measure gross value, 
and then only insofar as the average future earnings of employees 
represent their contributions to the future earnings of the organization. 
It can therefore be regarded as a partial valuation model in terms of the 
normative definition of human capital value adopted in this study. With 
this in mind, it remains to consider the apparent validity of the model 
in turning out surrogate measures of gross human capital value. 

One major limitation of the model (alluded to above) relates to 
the assumption that an individual is paid what he is worth to the firm, 
aca, that this.wage rate reflects emacRL TAT productivity. Obviously, 
this assumption does not hold true except in the case of perfectly 
competitive labour markets. Furthermore, even if we assume a world of 
perfectly competitive labour markets, the use of average earnings data 
for homogenous groups will not necessarily ensure a valid measure of 
gross value to a particular firm. Though this is obvious with respect 
to the authors' so-called "general" value of a firm's human capital, it 


i] 


also applies to the "specific" value. Following are some reasons for 


this. 
First, current age/average earnings profiles do not necessarily 


—_— 





421bid,, p.107. 
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reflect the future earnings of employees. The model explicitly pre- 
scribes the use of current data as a substitute for estimated data in 
this regard, Second, the model ignores the possibility that the 
individual will exit from the organization for reasons other than death 
or retirement. As noted by Flamholtz, people leave organizations for a 
variety of reasons, both voluntary and involuntary.44 Third, the model 
also ignores the probability that people will make role changes during 
their careers.45 For example, while it is not uncommon for a specialist 
engineer to assume a managerial position later in his career, the model 
assumes that such an employee will remain in the firm in his original 
capacity until his death or retirement. Finally, there remain the well 
known technical difficulties in selecting an appropriate discount rate. 

Tt could be argued that it would be a relatively easy matter to 
incorporate the second and third points raised above into the model as 
it now stands. In fact, Ley and Schwartz have stated their intention to 
do so.46 However, this would not alleviate the estimation problems 
which stem from thé ex ante nature of the model. 

In this writer's view, however, the above problems are secondary 
to the major conceptual weakness of a model which purports to generate 
surrogate measures of gross human capital value to the organization. 
This weakness relates, of course, to the assumption that wage rates 
reflect the marginal productivity of employees. 


Moving now to implementation problems, it appears that Ley and 





442. G, Flamholtz, "On the Use of The Economic. Concept of Human 
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Schwartz have amply specified the primary data sources for their model 
with respect to their "general" value measures (cross-sectional earnings 
data and mortality tables from census statistics). Provided the firm 
has derived its cost of capital for use in capital budgeting decisions, 
then presumably an "appropriate" discount rate is also available. 
However, the issues are not so clear with regard to "specific" value 
measures, The following data-gathering problems may exist. 

Firstly (and this limitation is admitted by Lev and Schwartz) » 
the firm would need to employ large numbers of employees of different 


kinds and different ages in order to determine earnings profiles based 


on the firm's own wage scale. This may effectively limit the applica- 
tion of the model to relatively few firms in the economy. Secondly, a 
question can be raised with respect to the legitimacy of applying 
economy-wide mortality data to homogenous groups in individual firms. 
This arises because of the small sample size of any individual firm in 
relation to the economy as a whole. A partial solution to this problem 
may exist through the application of mortality Gate Spectric LONcie 
particular firm, though this would require the collection of 
appropriate data over a long period of time. Again, this requirement 
may effectively limit the application of the model to a few large firms 
in the economy. Finally, when the career movements and turnover of 
employees are incorporated into the model, a means of providing valid 


estimates of such data will need to be found. 
ADJUSTED PRESENT VALDE; HERMANSON 


Hermanson's model requires the computation of two dis big 
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measures .4/ First, the total wage payments of the firm for each of the 
e a - - a = d 48 r * = a « ° 
ensuing five years are estimated. This stream is then discounted to 
present value ‘by using the "economy rate of return on owned assets for 
i ne - Ww 4 g . 2 = % . 
thewmlatese year Hermanson defines his terms and computes this rate 
as follows: 
Owned assets (include) all scarce resources, legally or 
constructively owned by the entity, that have a separate determin- 
able market value and therefore eculd conceivably be directly used 
or converted for the payment of its debts,20 
The “average value of owned assets" represent the ", . . arithmetic 
average of the daily value of owned assets which were under the control 
of the entity throughout the year".°l (Though the monthly, quarterly, 
or annual average will suffice for practical purposes) 22 This value is 
then aggregated for all firms in the economy to provide the denominator 
for calculation of the "economy rate of return". 

The numerator is defined as "net income after taxes" and is selected 
because the point of view adopted by Hermanson is ". . . that of the 

Z : : ; 

absentee owner", 2? Again, net income after taxes is aggregated for all 
firms in the economy. 


The second distinct measure required for operation of the model is 





47x. H. Hermanson, Accounting for Human Assets, Occasional Paper 
No. 14, Bureau of Business and Economic Research, (hast Lansing: 
Graduate School of Business Administration, Michigan State University, 


1964)>° pp.o-17 
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=e = ¢ ° « . Ps + 
a so-called “efficiency ratio".°4 This ratio is designed to measure 


".. ~ the effectiveness of the human resources operating in a given 
entity over a five-year period", Tt is given by the following 
formula: 26 


R : 
Foe ec 
Efficiency Ratio = 5\- “jo Gy Olea 2 oe + I|\——— 


‘ Re nies ne VR 
Ey/ XE, E E E 





\E 
\ ee 


es) 





HH 


aie ae 
where 0 the rate of accounting income on owned assets 


for the titm for the current year 


R : , 

Eo = the average rate of accounting income on owned 
assets for all firms in the economy for the 
current year 

R 

Fy = the rate of accounting income on owned assets 

for the firm for the fourth year previous 
R ; ; 
Ey, = the average rate of accounting income on owned 


assets for all firms in the economy for the 
fourth year previous. 
Hermanson thus gives more weight to the “efficiency of the firm's 


human resources" 


in Lhe more recent years./ 

The final step is to multiply the present value of future human 
resource payments by the efficiency ratio.2° The product is then said 
to represent the "adjusted present value" of human resources to the 

-4Tbid., p.16. 
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+ 59 < 

firm.?”’ Hermanson apparently sees the net worth of human resources as 
the difference between this adjusted present value measure and his 
measure of the present value of future wages. This difference may, of 


course, be positive, negative or zero, depending on whether the 


efficiency ratio is greater than 1, less than 1, or zero, respectively. 


‘Analysis 


Tt will be obvious from this description that the conceptual 
foundations of the model are subject to severe criticism. However, in 
fairness to Hermanson, it should be pointed out that his was the first 
attempt to provide a practical human resource measurement model at the 
micro-level. Moreover, he appears to have been constrained by a felt 
need to adapt his model for use in the context of traditional financial 
accounting reports. 

The limitations of discounted remuneration as a surrogate of gross 
value have been discussed in connection with the Lev and Schwartz model. 
The apparent validity of Hermanson's model is further weakened by the 
purely arbitrary selection of five years as the period for discounting. 
No reasons are offered in support of this choice, probably because no 
logical reasons exist. 

Much the same can be said with respect to the selection of the 
discount rate. There appears to be no logical justification for the use 
of an prendee economy-wide measure of rate of return in discounting a 
particular firm's future wage obligations. Surely the appropriate 
rate to use is the opportunity cost of the firm's human resources. This 


bears no necessary relation to a rate which purports to measure the 
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economy-wide return on "owned" assets only during one particular year. 

The use of the efficiency.ratio in modifying gross value’ isoalso 
questionable on. several counts. First, the ratio is an historical 
measure which does not necessarily reflect the future efficiency of the 
firm's human resources relative to the economy average. Second, the 
ratio can be said to reflect much more than the efficiency of human 
resources. Environmental factors beyond the control of the organization, 
such as strikes, government intervention, accidents, etc., are also 
reflected in such a measure. In addition, because the ratio is based on 
traditional accounting measures of rates of return, it is subject to a 
variety of measurement methods yielding diverse results from the same 
basic data, 

Pinelly, stor any of all, of the above veasone, the validity of 
Hermanson's "net worth" measure as a surrogate of the value of a firm's 
human resources is highly questionable. 

It was preyiously observed that Hermanson seemed to be concerned 
with developing a model which might conceivably be implemented in the 
context of traditional financial accounting. reports. It is therefore 
not surprising that most of the data for the model can be objectively 
measured, Indeed, the reason for his selection of a five year period of 
earnings forecasts may well stem from his desire to minimize the extent 
of estimates in the model. These earnings estimates appear to represent 
the only major problem of data collection. The economy-wide rate of 
yeturn should be readily available since it merely involves an aggreg- 
ation of data already in traditional accounting reports. 

In passing, it should be mentioned that Hermanson has also 
proposed a model to yalue the total unowned resources of a firm.©° This 
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measure is based on the capitalization of the difference between the 
firm's actual net income after taxes and so-called normal net income 
which is computed by applying the economy-wide return on owned assets to 
the average value of the firm's owned assets. Such an amount may thus 
be negative, zero, or positive. Detailed consideration of this model 
was excluded on the grounds that it attempts to measure much more than 
the value of the firm's internal human resources. In fact, the model 
attempts to measure ". . . all scarce resources operating in the entity 
that are not owned".61 However, it does raise the question of whether it 
is possible to separate the value of the firm's internal members from 


other components of what is commonly referred to as goodwill. 
TRANSFER PRICING: HEKIMIAN AND JONES 


The basic thrust of this model is to harness market forces within 
the organization in order to establish the opportunity cost of employees. 
The authors draw on John Dearden's notion that assets have value only 
when there is an alternative use for them.62 This “opportunity cost" 
seems to be viewed by the authors as the same thing as “current economic 
yalue". 

Hekimian and Jones propose that all investment centre managers 


should bid for any scarce employee they want.63 The successful bidder 





Glimid. pares. 


623. $. Hekimian and C. H. Jones, 'Put People on Your Balance 
Sheet", Harvatd Business Review, (tan, oleh. , 1967). pL Ucs 


63tpid. 
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would include the bid price in his investment base.64 The benefit to 
the winning bidder is the increased "profit" he can earn with the 
services of enad scarce employee, © 

The model thus requires the establishment of profit centres in the 
organization. In addition, so that total return on investment can be 
evaluated on a common base, the "current economic value" of physical 
assets must be estimated.©© This is necessary in order to facilitate the 
preparation of bid prices to meet targeted overall return on investment 


for each profit centre. 
Analysis 


The model represents an ingenious attempt to determine a "market" 
assessment of value of the firm's employees. Though many other writers 
have noted the desirability of such a market measure, they have typically 
abandoned hope of finding one. The following critique should be viewed 
in this light, namely, that a current market assessment is potentially 
the most valid surrogate of net present value. 

The most apparent weakness of the model centres around the targeted 
return on investment computation, the basis of the bid prices. Dealing 
with the numerator first, a major problem exists 4a estimating the 
ineremental "profit" to be gained from the addition of one or more 


scarce employees to the profit centre. In addition, the authors do not 


specify how "profit" is computed. If we assume that they refer to 





64Tbid. 
OSIbid. 


66Thid., p.109. 
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traditional accounting profit, then clearly this measure is subject to 
diverse accounting procedures. Moreover, traditional accounting profit 
does not necessarily reflect value increases (in this case, the value of 
increased productivity occasioned by the addition of one or more 
employees). 

Turning now to the "investment" component, the model assumes that 
the “current economic value" of physical assets can be determined. At 
best, profit centre managers might obtain a market assessment of the net 
present value of these assets. Even if tite is aveilaple, an’ allocation 
problem exists where an asset is shared by more than one profit centre. 

Looking at the return on investment computation as a whole, certain 
other potential weaknesses become apparent. Since only one rate of 
return is used as the basis for the bid prices, the model assumes a 
fixed future ab canst between "profit" and "investment". In addition, 
Hekimian and Jones appear to inhibit the free operation of market forces 
by designating the target return on investment for each division to be 
that ". . . which is established by the president of the company". 7 
This may not necessarily be the same thing as the expected actual rate 
of return. For example, it can be observed in many organizations that 
top management typically imposes an arbitrary, rule-of-thumb targeted 
rate of return on divisions, at best based on average past, or recent 
past performance. 

At least two additional limitations remain. First, only in 
exceptional circumstances would the model provide a valuation for the 


firm's total human resources. In view of the opportunity cost notion of 
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value adopted by the authors, employees of the type that can be hired 
readily from outside the firm are not regarded as scarce resources, and 
therefore are not included in the bidding procedure. Thus a zero value 
would be placed on all employees who have not been the subject of 
bidding within the organization, a highly unrealistic assumption in 
terms of our normative definition of human capital value. 

The second point refers to the continuing validity of human asset 
values as determined by the model. Although the authors recognize this 
weakness, 08 they do not suggest a procedure to take account of changes 
in value subsequent to the establishment of the transfer price. 

In order to implement the model, the organization would need to 
establish two or more profit centres. The main data collection problems 
have to do with obtaining the required return on investment estimates, 
i.e., forecasting future "profit" and determining the "current economic 
value" of physical assets. The problem of allocating joint costs to 
divisions has already been mentioned and requires no further amplific- 
ation here other than to say that such allocations are necessarily 
arbitrary. Finally, there appear to be some potential problems in 
implementing the bidding procedure, but these have to do with the cogni- 
tive impact of the procedure and discussion of them is deferred to 


chapter VI. 


SUMMARY AND CONCLUSIONS 


This chapter has dealt with the problem of obtaining a dollar 
measurement of the net present value of the organization's internal 
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human resources. In view of the current state of knowledge, it was 
deemed impossible to obtain a principal measure of value. A search of 
the literature revealed several models which can provide surrogate 
measures. These models were reviewed in the light of (a) the apparent 
validity of resulting measures as surrogates of value, and (b) the 
practical problems of implementation. 

Tt was found that limitations in the scope of at least two of 
these models may prevent the determination from the model per se Ores 
surrogate measure of net present value of the firm's total human 
resources. The Lev and Schwartz model purports to measure gross value 
only, ane Flamholtz' model is aimed at measuring the positional replace- 
ment cost of a single position holder, assuming all other position 
holders in the organization constant. A question can also be raised 
with respect to the scope of Hekimian and Jones' model in that zero 
value is placed on all employees who have not been the subject» of stheir 
proposed bidding procedure. 

All of the models were found to be deficient with respect to the 

“apparent validity of resulting measures as surrogates of value. In 
addition, all were found to have potential and actual data collection 
and implementation problems. Both of these problems can be said to stem 
‘from the need for estimation. However, from the analysis, it seems 
reasonable to generally conclude that the models reflect an inverse 
relationship between their apparent validity and the ease of implementa- 
tion. For example, because ee largely rely on historical, verifiable 
data, the "Barry" and Hermanson models may have fewer implementation 
problems. (The "Barry" model has, in fact, been implemented). However, 
they may be conceptually inferior to the other models. 


The question of how closely these surrogate measures correspond 
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to the true economic value of human resources remains one for future 
empirical consideration. A first step in this direction was recently 
taken by Flamholtz.°? Ina study conducted at the same research site as 
his replacement cost experiment, he found that replacement cost, compen- 
sation (salaries) and performance measures (sales volume) each possess 
convergent and discriminant validity as surrogates of an individual's 
value to an organization, /0 Convergent validation refers to the confirm- 
ation of a new measure of a given construct though assessment of its 
agreement with independent measures of the same construct./! Discrimin- 
ant validation refers to the test of the independence of a measure with 
respect to other measures from which it is intended and expected to 
differ./% Kendall's rank order co-efficient of correlation was selected 
as the vehicle for this criterion validation./3 Although it would be 
foolish at this stage to generalize from the results of this single 
study, it appears that this type of research should receive high priority 


with respect to the measurement methods reviewed in this chapter. 





69n. G. Flamholtz, "Ihe Theory and Measurement of an Individual's 
Value to an Organization", Unpublished Ph. D. Dissertation, University 
of Michigan, 1969. 

70Tpid. 9 pp.66-113. 

7lipid., p.68. 

/2Tpid. 
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CHAPTER V 
' METHODS ‘OF MEASUREMENT: NON-DOLLAR 
INTRODUCTION 


This study assumes the position that a dollar measure of the net 
present value of the organization's human resources is the ultimate 
measure to be striven for from the point of view of users of information 
both internal and external to the organization. The measurement methods 
to be reviewed in this chapter are also ultimately aimed at providing 
such. a monetary measure. Both models take a behavioural science approach 
to the measurement problem. This involves the measurement Ob ettitudimal 
variables. At present, there is no known way of converting attitudinal 
measurements into dollar amounts. Indeed, ie aiadieg of attitudinal 
measures per se can be questioned on the grounds of the subjective nature 
of measurement techniques. 

The ees to be described in this chapter are at a different 
stage of development. One (Likert's) can be regarded as being operat— 
ional to the extent of providing social psychological measures of 
human organizational condition. The other (Flamholtz') is not yet 
operational since it purports merely to identify the social, psychological 
and economic determinants of a person's value to an organization. It 
does not yet prescribe the appropriate measurement techniques to apply 
to these determinants. 

With. this in mind, a critique is presented having cegard to (a) the 
apparent validity of the variables of each model as determinants of the 
human organization's value, and (b) the apparent validity of Likert's 


social psychological measurement data in reflecting human organizational 
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condition. 
SOCIAL PSYCHOLOGICAL MEASURES: LIKERT 


The theoretical framework underlying Likert's model was developed 
in his book, Thé Human Organization: Its Management and Value. tn prier, 
the model attempts to describe the relationship between the system of 
management used by a firm (system 1 - authoritative through system 5 - 
participative) and the resulting productivity of the organization. 

Likert identifies three classes of variables which determine the produc- 


tive capability (and thereby reflect the value) of the human organization:2 
1. ° Causal variables are independent variables which can be 
directly or purposely altered or changed by the organization and its 
management and which, in turn, determines the course of developments 
within an organization. 
eee Intervening variables reflect the internal state, health, and 
performance capabilities of the Wk A e.g., the loyalties, 
attitudes, motivations, performance, goals and perceptions of all 
members and their collective capacity for effective action, interaction, 


communications, and decision making. 


re dependent variables which reflect 
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2. esult variables 
the results achieved by that organization, such as its productivity, 


costs, scrap loss, growth, share of the market, and earnings. 


A schematic diagram of the relationships among these variables 








—— 


LR Likert; The ‘Human Organization: [ts Management and Value, (New 


York: McGraw-Hill Book Co., 1967). 


2Tpid., pp.26-29. 
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is shown in Figure I11.? 
Figure IIT 


SCHEMATIC RELATIONSHIPS AMONG CAUSAL, INTERVENING, 


AND END-RESULT VARIABLES 
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In order to present a clearer picture of these interrelationships, 
a simplified example of the way in which the model works is portrayed in 
Figure cee 

Likert believes that the causal and intervening variables describe 
the condition or "health" of the internal human organization. He has 


developed a technique for measuring these variables. Employees are 


nn ee ee 


3R, Likert, D. G. Bowers, and R. M. Norman, "How to Increase a 
Firm's Lead Time in Recognizing and Dealing with Problems of Managing 
its Human Organization", Michigan Business Review, (Jan., 1969), p.14. 


4Likert, The Human Organization. . ., Op. Cit., p./6. 
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Figure IY 


SEQUENCE OF DEVELOPMENTS IN A WELL-ORGANIZED ENTERPRISE 


AS AFFECTED BY USE OF SYSTEM 2 OR SYSTEM 4 
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provided with a questionnaire, answers to which are given by checking 
one of five possible responses which are assigned values ranging from 
one to five. This questionnaire is aimed at measuring their perceptions, 
motivations and attitudes. The responses are then averaged to construct 
a numerical score on the five-point scale.” 

Likert ultimately believes that if the hypothesized relationships 
among his three types of variables can be validated, then pi heey, 
using appropriate statistical procedures, it will be possible to esti- 
mate the productive and earnings capacity of any peor Centre, Of 
smaller unit, based upon its present scores on the causal and inter— 
vening Sera iavioea ae such an estimate can presumably form the basis of 
a monetary measure of the value of the firm's human resources. In the 
meantime, periodic measurement of causal and intervening variables can 


reflect trends in the condition of the human organization. 
‘Analysis 


Likert's work is useful in that it does provide a framework that 
Gan be used as a model of a group's value to an organization. However, 
the validity of the model's hypothesized determinants is not yet estab- 
lished. Subject to this validation, several limitations are apparent. 


First, it is not clear that Likert has isolated all of the deter- 


minants of the value of an organization's human resources. As Elias, 





ee 


5p. Likert, and W. C. Pyle, “Human Resource Accounting: A Human 
Organizational Measurement Approach", ‘Financial Analysts’ Journal, 
(Jan Feb.,, 1971), Dsaal ahis 


OLikert, The Human Organization. .» ae CORR OE Delo0. 
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Flamholtz and Kretschmar quite correctly point out, the model was not 
explicitly designed to do thie.:/ In fact, the initial impetus for the 
development of the model came from Likert's desire to show the effects 
of different management styles. 

Second, many of the variables of the model are not well-defined. 
For example, "perception" is specified by Likert as an intervening 
variable, yet all of the intervening yariables are measured in terms of 
perceptions. Likert thus seems to confuse the property to be measured 
with the method of measurement. 

Finally, the relationships among the variables in the model are 
not yet validated. This limitation stems from the lacksof consistent 
findings in the underlying behavioural science disciplines. The 
Palette literature is replete with disagreements as to the relation- 
ships among leadership styles, employee attitudes and productivity.® 
Likert is naturally well aware of this, but defends his model on the 
grounds that those studies which Leveue cers aed findings inconsistent 
with his hypothesized relationships have failed to adequately take 
account of the time factor.? In a recent longitudinal study, he 
reported a positive correlation between measurements of managerial 


behaviour and monthly performance measured one year later. Results 





7B. G. Flamholtz, N. Elias, and C. G. Kretschmar, "Behavioural 
Aspects of Human Resource Accounting", Unpublished Working Paper for 
American Accounting Association Sub-committee on Human Resource 
Accounting, 1972, p.5. 


8ror example, witness the caustic exchange between Becker and 
Green, and Stedry, reported in W. J, Bruns and D, T. DeCoster,eds., 
‘Accounting and Tts Behavioural Implications, (New York: McGraw-Hill Book 


faa 


Company, 1969), pp.327-356. 





%Likert, The Human Organization. . ., Op. Cit., pp./8-79. 
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over a two year period indicated an even stronger relationship.10 Ta 
addition, positive results were obtained with. respect to the hypothesized 
relationships between certain causal and intervening variables when the 
latter were measured one year later.1l 

It should be stressed that these results were obtained on the 
basis of a study at one research site. To the best of this writer's 
knowledge, no attempt was made to use random methods in selecting the 
Site. It is possible that similar research in a different organization 
would not provide positive results, Thus, the inevitable conclusion to 
be drawn from this analysis is that further research is required in 
different organizational settings. One is inclined to agree with 
Rappaport's observation that ", . . the relationships among key 
variables influencing behaviour are not uniform in different organiza- 
tonal settings",14 

Turning now to consider Likert's method of measuring causal and 
intervening variables, it can be proned that any attempt to measure such 
attributes will necessarily yield inexact and imprecise results. This 
is so because of the ill-defined nature of the variables, the lack of 
objective evidence in substantiating the measures, the averaging pro- 
cedure employed with respect to organizational groups, and the fact that 
the technique provides only a relative (as opposed to absolute) measure 
of human organizational condition. On the other hand, whilst even 


Likert would probably agree that inexact measures are inevitable, this 


ry 





l0Likert and Pyle, Op. Cit., pp.79-80. 
llLikert, Bowers, and Norman, Op. Cit., p.1/. 


12), Rappaport, ed., Information for Decision Making, (Englewood 


Cliffs, New Jersey: Prentice-Hall Inc., 1970), 2.403. 
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is not to deny that the technique might provide reasonable approximations 
of organization condition. Likert first designed his questionnaire 
technique in 1932. It seems reasonable to believe that it has ‘since 
undergone considerable refinement such that the questions are relatively 


free of built=in bias. 
DETERMINANTS OF VALUE: FLAMHOLTZ 


Drawing upon psychological, sociological and economic concepts, 
Flamholtz has attempted to develop a framework for understanding the 


factors comprising and influencing an individual's value to an organiza- 


tion. His original model, which was amended subsequent to empirical 
testing, is shown in Figure v.13 


The model's variables are defined as so) Loe e 


1, “Expected realizable value" is the eet. present; worthvor 


the set of future services an individual is expected to provide during 
the period he is anticipated to remain in an organization".14 This value 
is the product of the individual's conditional value and the probability 


that the individual will maintain his expected service life. 


a tcondeeional value™ 46 the". 4. /present wouthwor thespoten= 


tial services that are expected to be rendered to the organization, if 


13k, CG. Flamholtz, "Toward a Theory of Human Resource Value in 
Formal Organizations", Unpublished Working Paper No. 71 = 1, Accounting 
Information Systems Research Program, Graduate School of Business 
Administration, University of California, Los Angeles, Marth, e771, p.5. 


14. @, Flamholtz, "Assessing the Validity of a Theory of Human 
Resource Value: An Exploratory Field Experiment/Study", Unpublished 
Working Paper No. /1 - 4, Accounting Information Systems Research 
Program, Graduate School of Business Administration, University of 
California, Los Angeles, April, 19/1, p4. 
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an individual maintains membership in the organization throughout his 


expected service lifelt,15 


ee "The probability of maintaining organizational membership" is 
the ", . . complement of the probability of turnover. It determines the 
extent to which the organization will realize the individual's condit- 
ional value", 16 

eS “Condtetonal value" isa “> FS multi-dimensional variable, 
and is comprised of three factors: productivity, transferability, and 
prometability. ‘Productivity’ refers to the set’ of services an 
individual is expected to provide while occupying his present position. 
Transferability’ is the set of services an individual is expected to 
provide if and when he transfers to the other positions at the same 
position level in a different promotion channel, e.g., a transfer from 
an entry leyel marketing position to an entry level finance position. 
'Promotability' represents the set of services the individual is 
expected to provide at higher level position in his present or different 
promotion channels",1/ 

5, “The individual determinants of conditional value" are the 


"Sey aptitudes and characteristics which influence the elements of 


a person's conditional value. The major individual determinants of 
conditional value are the person's skills and activation level". The 


individual's technical, administrative and interpersonal "skills" repre- 


sent the currently developed potential to provide services to an 
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l/Thid., pp.5-6. 


~~, % : va 7 LJ _ 72 _ 
a : 7 


























mlict eto aie 2, Wer ORF Eg y! note mae he ’ re 
eh wave tn 
pitareotlevenn i | meet Th wid th alley tare od 
urd | vc ey ea bean (g pre : 
ro bii ayia ef) (tyidw oF 2ap3e8 e 
OL “sulpw Teant 
“up tew Labetatheaay® Ae 


yd) in@) Yo hexnitqeon’ ki Gee 


iio 2 gist” «tl Seatomage 
Ley oo hateegue 2 Dovbivitek 
io! sad n2 yet ida tener 
nichued nl nude San 2h abigore ; 
ny’ Au bias i ot lewd motsiadg | - 
oo Thy ae heos Devel spe Gee 
i mie payors “9 Lider 
both , ht) Soe shiva oF bednaqus : 
SF "a femart uottomdty. a 
er 1G . . oll Wveyerih Galeetat ei ~ et 
Eis exit baryrriinas Lees ty Seo a a ot wa adit t44p ca ; 
his edi ele Evpaesiioh's Lawl heifer wae rr peppery EL a a 
Sty 2 betel siobineriyk hina wilidiem ‘eee chan I | ! 


‘ desu ues as) ty", hiner ta! ith Dame a tisy aay 


, . 
: a a 
i heey a aes - 
Fi i mak vO AD LA08y) 2. AG 9 i id ' 
7 mr 





7 7 


7 


80 


breemizationm.. “Duffy (1962) has defined the term "activation level' 
as ', . . the extent of release of stored energy of the organism through 
metabolic activity in the tissues.' It is, in other words, the neuro- 
psychological counterpart of the notion of motivation",18 

Gs "Organizational determinants of conditional value" are 
"| | dimensions of the organization which influence the elements of a 
person's conditional value. The major organization determinants of 
conditional value are the individual's role and organizational rewards. 
A 'role' refers to the set of behaviours expected of all persons 
occupying a specified position in an organization. ‘Organizational 
rewards' refer to the benefits which people expect to derive from 
different aspects of their membership in an organization, related to 
their efforts and their membership".1? 

The Ncatisfaetion with the organization" refers to the 
mm . . degree of satisfaction of certain personal needs derived from 
aspects of membership in the organization. It influences the probability 
that an individual will remain in an organization". 29 

Flamholtz conducted an exploratory "field experiment/study" in an 
attempt to determine whether personnel managers actually used the model's 
variables in assessing the value of individuals to the organization. The 
study was conducted in a laree *CeP. Aiimyin a; majo city of the 
ee ee ene 

18Tbid., p.6. 

lotbid., pp.6-8. 


20tpid., p-8. 
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United States,2! 

Two members of the personnel department were selected and given 
the task of independently rank ordering 39 staff accountants by the 
alternation ranking method according to three criteria: expected posit- 
ional value, expected conditional value, and expected realizable value. 
The agreement between the subjects on all value dimensions was moderate, 
rancing from .61 to 68,22 

The second part of the experiment was conducted two weeks later 
when the two personnel managers were asked to come to agreement on their 
ranking. Flamholtz reasoned that differences between the subjects’ 
opinions would be exposed, thus arousing cognitive dissonance, ante, Lit 
turn, stimulating dissonant reducing behaviours (including information- 
search behaviour) which would expose the managers’ underlying value 
systems and reveal the determinants of individual value.23 

Content analysis was performed on the recorded discussion. ALT or 
the variables hypothesized to influence an individual's value, except 
organization rewards, were observed to be used by the subjects in their 
dedecoments, Some of the other determinants were observed’ only 4 few 
times (e.g., motivation, satisfaction and Gransfersvility). Four 
additional factors were identified, however. These were Watt trades 

Wt 


Wpilities', “traits”, and the “the individual's manager 24 





2lIbid., ronal 
22thid., p.16. 
23tpid., p23. 


COT JS oO. 


mavr s 


Lote 


OE pelea ae iat aa i a 
oui gl ate aan saa oedema 


oo othe Lane Bale Miaooqasi yondL.aw familia 


éu otahtdbl, dy dowsed. Jaambetga eet, 


“02.. 09 fbemotd gadgua® 

i veengioe ie ealde Ganq bayodn: whi gee 
a1 ee De EonatC nea Crees aft gate 
(i). vii ke_eeeey co lodeeht |, ieee 


aap ul /itewwe od idooy “eaokmige 


Jig pow Miei@s pihonlomigaslagag 
yi mw dokibe (unl veled Ma thoe 
rer mere ae 

un) 9 Ant el amy Sagtecy 
i igh a piheee iy betgetraqul motdelaeweda 
or ii hrommee notias tage 
Line Darga iti wells Ta, avems ae 
eae ‘pHQiEN ees oaebanl 
paver) hoe ies et edeton? Jods ba, | 


sits” rs ahaa 
= 7 


ite 























82 


"Attitudes" was vaguely defined, but appeared to relate to aspects 
of the work situation and the organization. "Abilities" referred to 
intellectual capability or "native" intelligence. "Traits" refer to 
aspects of an individual's personality. Finally, the potential worth 
of some individuals was felt to be influenced by the managers by whom 
they were supervised,2° 


e 


The model was consequently revised as shown in Figure VI. 


‘Analysis 


Flamholtz’ model cannot yet be described as an operational method 
of measurement. It ultimately aims to provide a dollar measure of a 
person's "expected realizable value" to an organization. This appears 
to be akin to the economic notion of net present value. However, there 
is some confusion at this stage as to how Flamholtz proposes to obtain 
this measure. Does he propose to use a social psychological measurement 
technique such as Likert"s and then Be tenae to find a way to convert 
resulting measures into monetary form? Or does he suppose that the model 
can BeGy Tae provide a direct dollar measure of the value of the 
future service contributions (productivity) of organization members? 
This issue is not clear, but in view of the socio~psychological nature 
of his hypothesized basic determinants, the former seems more likely. 
Allowing that this problem stems from the embryonic stage of devel- 
opment, it can be argued that the model has more potential than Likert's 
to eventually provide a complete measure of human resource value to the 
organization. This is possible because the model was specifically 


designed to isolate all of the determinants of an individual's value. 


— 


te ey 





25tbid., pp.36-37. 
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These determinants relate both to the personal attributes that an indiv- 
idual brings to an organization as well as to the organization 
attributes which influence an individual's performance therein. Likert, 
on the other hand, sees the latter only (through the organization's 
structure and system of management) as the basic (causal) determinants 
of value. 

Although Flamholtz appears to have undertaken a fairly comprehen 
sive review of the behavioural literature in structuring his model, the 
behavioural concepts embodied in it are very generally described. As 
noted by Flamholtz, Elias, and Kretschmar, it may be possible to 
oetantee specific behavioural concepts which are more basie to the 
model. 26 They suggest, for example, that certain psychological and 
sociological concepts such as learning theory, the theory of human 
adaptability, the theory of creativity, and the concept of intelligence 
should be investigated for their possible relationship to value.2/ In 
fact, the latter concept is included in the revised model under 
"cognitive abilities”. 

The validity of the revisions to the original model is also open 
to.guestion. First, the sample size of personnel managers involved in 
the exploratory study was small (n=2). Second, it is not clear that 
these personnel managers were in the best position to determine those 
factors which reflect the value of employees to the organization. Ge 
is probable that certain line personnel (such as immediate supervisors) 
are in a better position to assess these factors because of their 


proximity. to the work situation. Finally, the study dealt with only one 








— 


26Plamholtz, Elias, and Kretschmar, Op. Cit., pels 


27Tbid. 
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organization, a C.P.A. firm. It is possible that a similar study in 
another organizational setting would result in a different set of amend- 
ments to the model. 

The inevitable conclusion is that the model is extremely tentative 
at this stage. Even if we assume that Flamholtz has generally described 
‘all of the determinants of an individual's value, there remains the 
problem of establishing a cause-and-effect relationship between these 
determinants. At present, the model is not explicit in this regard. 


Many of the variables are seen to interact, but not to explain. 
SUMMARY AND CONCLUSIONS 


The models reviewed in this chapter take a behavioural science 
approach to the problem of human resource measurement. While both 
ultimately aim me provide a dollar measure of the value of the firm's 
human resources, neither is capable of generating such a measure at this 
stage. However, the Likert model can provide social psychological 
measures of human organizational condition. It is assumed that Flamholtz 
intends to utilize a similar measurement technique forvhis model), 
although he has merely concentrated to date on the identification of the 
determinants of an individual's value to an organization. 

A critique of the models was presented having regard to (a) the 
apparent validity of the variables of each model as determinants paaebive 
value of the human organization, and (b) the apparent VALIOLEy= OF Likere’s 
social psychological measurement data in reflecting human organizational 
condition. The following general conclusions can be inferred from this 


analysis. 


Piret, it is not clear that either of the models identified all of 
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the determinants of human organizational value. In this regard, the 
Flamholtz model may be more complete since it was specifically designed 
to do this. It recognizes the attributes which the individual brings 
to the organization whereas Likert sees only organization attributes as 
the basic determinants of value. 

Second, the variables of each model are not well-defined. Moreover, 
the relationships among the variables are not yet clearly established, 
especially in the Flamholtz model. This can be attributed largely to 
inconsistent findings in the underlying behavioural disciplines. In 
defence of his own model, Likert claims that those studies which have 
generated findings inconsistent with his hypothesized relationships 
have failed to recognize the time factor. This, however, may not be the 
critical factor accounting for inconsistent findings. The answer may be 
deceptively simple, namely, that the relationships among behavioural 
variables are not uniform in different organizational settings. 

Third, there appears to be good reason to question the value of 
the empirical studies done subsequent to the initial development of each 
model. Since Likert presumably did not use random methods in selecting 
his research site, the positive results he obtained in attempting to 
yalidate his hypothesized relationships must be viewed with caution. 
Similarly, the two personnel managers Wriliged as subjects 20 Flamholtz' 
study may not have been in the best position to assess the Velie eusn— 
minants of the firm's employees. 

HMrally, there -is little argument that Likert'’s social psycho- 
logical measurement techniques can at best provide inexact and imprecise 
measures of human organizational condition. However, having regard to 


Likert's long experience in administering the questionnaires, it 1s 
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possible that the technique does provide a reasonable approximation of 
human organizational condition insofar as Likert has identified the 


PTelevyant variables which affect. that condition. 
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CHAPTER V1 








‘THE ISSUES FOLLOWING IMPLEMENTATION 





INTRODUCTION 


We worksat R.-G. Barry Corporation in the United States repres— 
ents the only major attempt to implement an ongoing system to accumulate 
value-related data with respect to a firm's human resources. However, 
even in this study there has been no systematic attempt to determine nie 
impact of such data. This chapter examines three major issues which 
must eventually be faced should human resource measurements become a 
universal reality. We can do no more than raise the issues and offer 
some conjectures at this point. 

The first issue relates to the cognitive impact. This refers to 
the impact on management's thinking about people as resources, and to 
the attitudes of employees to the notion of treating them as assets el 
much the same way as physical assets. The second issue relates to the 
actual usefulness of the data. More specifically, will decisions be 
made differently if human resource measurement data are available as 
decision inputs? If so, to what extent? The third issue is somewhat 
related to the first two. It refers to the question of whether the 
benefits (if any) from human resource measurement data outweigh the 


costs of obtaining them. 
COGNITIVE IMPACT 


It seems reasonable to believe that the formal treatment of people 
as resources will affect management's thinking. The impact may be 


espectally felt by personnel managers, who haye for some time been 
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insisting upon some “hard data" to aid their decisions. As noted by 
Kelley, the personnel manager is prone to "feel" his way through a 
series of familiar activities - employment, job evaluation, employee 


L Human resource 


activities, benefits, training and union relations. 
measurement data can thus be expected to make his life a good deal 
easier. 

Flamholtz has also predicted a change in management's thinking. He 
observes that in current business practice, task design, selection, £ole 
assignment, development, performance appraisal and compensation are a set 
of service functions to be performed. When measures of human resource 
yalue are available, he contends that these "service functions" will be 
thought of as a set of available strategies that can be adopted to change 
the value of human assets, and, in turn, the value of the organization 
as a whole.@ 

Robert Wright has also conjectured on the behavioural implications. 
He feels that line managers will be provided with greater incentive to 
develop the human resources under their control. At present, line managers 
tend to concentrate on operative and administrative matters because, 
under traditional accounting procedures, they are held responsible for 


controlling operating costs, but not human investments.2 In addition, 


ae ee ne 





ipa ieee ley yp t'Accotiting in Personnel Administration”, Personnel 
Administration, (May - June, 1967), p20. 


oe. G. Flamholtz, "A Model for Human Resource Valuation. The 


‘Accounting Review, (April, 197 1Deeep A200 


—=3R. Wright, Managing Man has a Capital Asset", Personnel Journal, 
(April, TO7O) 6 p.2o4- Rana aS Gas ama 
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Wright anticipates that greater care will be taken to assure that 
employees are assigned to jobs they are capable of filling. Promotion 
policies, he states, would no longer be based on seniority rules. Job 
requirements would be matched with personnel capabilities as measured 
by the human resource measurement system.4 Pinally, Wright’ belteves 
that the treatment of employees as valuable resources will lead to 
different decisions when personnel problems occur. For example, if an 
employee is ineffective in his position, the immediate reaction will 
not be to demote or fine the individual, but to correct the condition 
so that a maximum return on investment can be realized.° 

With the possible exception of the last conjecture (it may be 
more rational to view the investment in an ineffective employee as a 
“sunk cost" and therefore replace him, depending, of course, on a 
comparison of the expected future returns of the original employee and 
his replacement), these changes in management thinking seem quite con- 
cervahle ver uke Gis remains io consider the likely oteaneliot impact with 
respect te those one se being "measured". 

Tt seems inevitable that some people will object to being thought 
of as assets, especially when an attempt is made to place a dollar 
value on them. Some of the idealogical objections to the concept of 
human capital were discussed in chapter II, although these appear to 
have diminished in recent years. 

The experience at the R. G. Barry Corporation indicates that 
people are not offended by the idea of being measured. At least this 


was the view of the personnel manager when questioned at a symposium at 
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Ohio State University in 1968. However, this observation must be 
regarded with scepticism for a couple of reasons. First, the personnel 
manager's view may not be an accurate reflection of the inner feelings 
of those employees being measured, Second, even if the manager's view 
was correct, any irritation may have been outweighed by the pride of the 
group in participating in something new and to which a fairvvamountroft 
publicity has been given in business and academic journals. 

A reyiew of the other measurement models proposed in this study 
reveals one in particular which may draw considerable protest. ine 
bidding procedure suggested by Hekimian and Jones may be offensive since 
there i a direct attempt to simulate the market place. Presumably, a 
sealed bid procedure would be less offensive than an open AUGELOneLn 
this regard. 

In conclusion, Pigeon sb seems probable that some people will 
react negatively to being treated as assets, there does seem to be a 
way of lessening the effects 6f this. “This*would involve an attempt to 
obtain the participation and acceptance of all personnel involved, and 
to solicit their suggestions and ideas. On the other hand, a unilaterally 
imposed system teats appear to portend a much greater amount of 


dissension. 
ACTUAL USEFULNESS: DECISION MAKING 


To this writer's knowledge, there has been only one completed 
attempt to empirically test the utility of including human asset accoun~ 


ting data in financial statements. In a recent doctoral dissertation at 








6Reported in T. J. Burns, (ed.) ; ‘The Behavioural Aspects of 
‘Accounting Data for Performance Evaluation, (Columbus: College of 


Administrative Science, The Ohio State University, 1968), p.41. 
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the University of Minnesota, Nabil Elias conducted a field experiment 
which focused on three related questions:/ 

if Will the reporting of human assets in financial statements on 
the historical cost basis cause investment decisions to be different? 

we When human assets are reported in financial statements, will 
investment decisions be the same for different groups with different 
levels of sophistication in accounting and different orientations? 

“e Related to the previous question, what are the background or 
moderating variables that may cause decisions to be different? 

Subjects included Chartered Financial Analysts, other Financial 
Analysts, Certified. Public Accountants, and various student groups with 
differing degrees of accounting knowledge. The experimental problem 
involved a choice between two companies as an investment. The 
experimental procedure involved manipulation of different treatments of 
information about human assets:8 

Lis Conventional - These statements were prepared according to 
presently accepted accounting conventions which ignore human assets. 

oe Human Assets - These statements reflected human asset accoun- 
ting procedures based on the "Barry" model and treated outlays on human 
Bee canes as assets. 

ihe Combined - These statements presented both the conventional 
and human assets treatments separately, but as a set of statements. 

Elias found that the inclusion of the human asset data did tend to 


affect the decisions of some subjects (especially GP Ace(S and the 





JN, Elias, “The Impact of Accounting for Human Resources on 
Decision Making: An Exploratory Study", Unpublished Ph. D, Dissertation, 
University of Minnesota, 1970, p.8. 
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Financial Analysts) but not others (the students and Chartered 

Financial Analysts). The difference among groups was not significant at 
the preselected .05 level. Although the differences among decision 
outputs were significant at the .02 level, Elias also measured the 
strength of the relations among the variables by the contingency 
co-efficient and found that it was not very strong. Finally, the attempt 
to identify background variables that might explain differences in 
decisions produced no significant results.? 

The study thus produced mixed results. Although there was no 
theoretical basis for explaining why human resource accounting data 
affected some decision makers but not others, Elias conjectured that the 
C.P.A.'s, who had the highest measure of association, were either more 
aware of the limitations of traditional financial statements, or, though 
they may be hesitant in providing such data, they themselves would like 
to receive it.10 tt was interesting to note that the Chartered Financial 
Analysts, perhaps the main users of financial accounting information, were 
“least affected by the human asset data. 

The only possible conclusion is that the issue which Elias inves- 
tigated remains unresolved. Moreover, the scope of the study was 
limited in that it examined the relevance of historical cost data only, 
and then only insofar as this data affected an investment decision. 
Further, the subjects of the study were proxies for real decision 
makers. Their decision behaviour may not necessarily correspond to that 
of actual investors. Thus, the question of whether human resource 


measurement data does make a difference to decisions remains one for 





‘Itbid., p.108-110. 
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iukune Kesearch. 
THE BENEFIT-COST QUESTION 


This question obviously presupposes some answers with respect to 
the first two issues discussed in this chapter. A good deal of 
difficulty can be anticipated in attempting to quantify some of the 
intangible behavioural effects of a human resource accounting system. 
For example, if it is established that some employees are offended by 
the. idea of attaching a,dollar value to. them,-and this, in turn, has 
adverse motivational implications, a way will need to be found to 
quantify these effects. 

The direct outlay cost of an historical system might not prove 
too burdensome since much of the data can be obtained from normal 
accounting information sources. In fact, the personnel manager at the 
R. G. Barry Corporation estimates that the system there is costing only 
$30,000 per annum, and this includes a basic research cost with respect 
to the University of Michigan's Institute of Social Research. ll 
Presumably, once the "bugs" are ironed out of the system, this outlay 
cost can be expected to decrease. 

Outlay cost can be expected to be greater where the data are not 
obtainable through normal accounting information channels. For example, 
the cost of preparing and administering Likert's social psychological 
measurement technique, as well as analysing and interpreting the results, 
may be expected to be relatively high. Even in this case, however, the 
cost should decrease as the procedure is routinized. 


Clearly, the outlay cost component of the benefit-cost question is 
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ilpurns; Op. Cit., p.41. 
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the one most easily measured. It may also be relatively unimportant 


when compared to other components which are much less easily quantified. 


t 


SUMMARY 


This chapter examined three issues which will ultimately determine 
whether human resource measurement techniques have a place in the infor- 
mation systems of Pe tearing: These issues referred to the cognitive 
impact of human resource data on managers and employees, the actual 
usefulness of the data in decision making, and the benefit-cost question. 

With the exception of an inconclusive exploratory study by 
Nabil Elias, there has been no systematic attempt to determine the 
impact of human asset data on the behaviour of organization members. 
Thus, the discussion was necessarily limited to some conjecturing on 
these issues. 

Tt remains to offer some personal opinions on the future of human 
resource accounting. This writer is sceptical that human resource 
measurement under conventional accounting practices will make a 
difference to anyone. It is interesting to note that the proliferation 
of articles on the anticipated decision making benefits of the Barry 
Corporation experiment has not been followed up by any indication of the 
actual usefulness of the data generated by the model. Perhaps it is too 
soon to tell, but it seems reasonable to believe that after four years 
of operation, some evidence would now be available in the accounting 
literature if the data were making a difference to anyone. 

We may have to wait until bases other than historical cost are 
acceptable for reporting purposes before the full impact of conceptually 


more appealing monetary measures of human resources can be evaluated. 
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Many accountants believe that a movement toward the reporting of 
current values of conventional accounting assets will provide more 
relevant information for decisions. Others believe that the sacrifice 
of objectivity in doing so will outweigh any possible decision making 
benefits accruing from such a step. If, as appears possible, current 
values are eventually reported for conventional accounting assets, then 
the door may be opened to report other assets which are not legally 
owned but which have future service potential (and therefore current 
value) to the firm. Obvious candidates are lease agreements and human 
resources. 

In the meantime, perhaps the most promising prospects for the 
immediate future of human resource accounting lie in the reporting of 
non-monetary measures of human organizational condition. Periodic 
measurements of attitudinal variables might be reported on financial 
statements along with conventional accounting data. Report users could 
then draw their own conclusions with respect to the value of the human 
organization. In fact, this may ultimately prove more desirable than 
monetary measures if it is found to be impossible to develop and validate 
a satisfactory surrogate measure of human resource value. Subject to 
further empirical validation of the relations among its variables, the 


Likert model might be implemented to provide such non-monetary measures. 
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CHAPTER. VII 


SUMMARY, CONCLUSIONS, ‘AND RECOMMENDATIONS 





SUMMARY AND CONCLUSIONS 

This study addresses the problem of how to properly account for an 
organization's human component. More specifically, its objectives were 

cy) to examine the economic concept of "human capital", and the 
accounting concept of "human assets", including theoretical arguments 
for and against the existence of such property, 

(2) to present the normative definition of the value of an 
individual to an organization, 

(3) to review the theoretical arguments related to the assumed 
usefulness of human resource measurement in organizations, 

(4) to present and analyze the methods suggested in the literature 
for measuring the value of human assets, and 

(5) to examine the issues following the implementation of 
measurement methods, including the behavioural impact, the actual useful- 
ness of the data, and the benefit-cost question. 

Only in recent years have economists begun to incorporate the 
concept of human capital into their analysis. Prior to the late 1950's, 
labour was almost universally regarded as a fixed, homogenous factor of 
production. It is now generally regarded as perhaps the major source of 
economic growth. While some economists remain sceptical, their 
objections refer mainly to the doubtful utility of the concept due to 
measurement problems. 


The economic value of an individual may be defined from at least 


three points of view: that of "society", the individual himself, and the 
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organization which employs him. Normative definitions were given under 
each of these circumstances. In an accounting context, the third point 
of view is probably the most important of the three. The value of an 
individual to an organization may be defined as the net present value of 
his expected productivity or service contributions. 

The question of whether human capital can be considered an asset 
in terms of current financial accounting theory was discussed. It was 
not possible to find one, single universally accepted definition of an 
asset. Thus, the question was considered in the light of several 
eriteria which appear to represent a concensus of authoritative opinion. 
It was generally concluded that human resources fail to meet, in all 
Cases, 2 Strict interpretation of these criteria. However, given a more 
liberal interpretation, persuasive arguments can be made that human 
resources meet the spirit or intent of the criteria. Moreover, in light 
of several recent research proposals to expand the boundaries of 
traditional accounting measurements, it was felt that human resources 
may well be considered assets in the foreseeable future. 

It is widely held that the purpose of accounting is to provide 
information for decision making. It was therefore deemed necessary to 
consider the possible decision making benefits of providing human asset 
information. The general conclusion was that, taken together, the 
‘arguments in favour of providing such information represent a strong 
case. However, it was noted that the implications are much more obvious 
for human-resource intensive firms. In addition, the utility of human 
asset data is largely dependent on the development and validation of 
enburenent techniques. 


The next step was to consider the measurement problem. Given the 
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present state of knowledge, it was deemed impossible to obtain a 
principal measure of net present value in dollar terms. A search of the 
literature revealed several models which can provide surrogate measures 
of net present value. These were analysed in terms of (a) their apparent 
validity in providing surrogate measures of net present value, and 

(b) their ease of implementation. Several of the models were found to 

be limited in scope such that they are unable to provide a measure of 


the net value of the firm's total human resources. In addition, all were 





found to be potentially deficient in providing surrogate measures of 
value, and all were found to have potential.implementation/data collection 
problems. Both of these potential limitations stem from the need for 
estimation. It was generally concluded that the models tend to reflect 
an inverse relationship between their apparent validity in providing 
surrogate measures of the true unknown net present value, and their ease 
of implementation. 

Two non—dollar measurement methods were investigated. These take 
a behavioural science approach to the problem. One (Likert's) can 
provide social psychological measures of human organizational condition, 
while the other (Flamholtz') has merely attempted to identify the 
determinants of an individual's value to an organization. It is assumed 
that Flamholtz will eventually utilize a measurement technique similar 
to that of Likert when his model is further developed. A critique was 
presented in terms of (a) the apparent validity of the variables of 
each model as determinants of human organizational value, and (b) the 
apparent validity of Likert's social psychological measurement data in 
reflecting human organizational condition. The detailed conclusions are 


set out at the end of chapter V. In general, they indicate that the 
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relationships among the variables in each model are yaguely defined. 
This can be ascribed to the lack of consistent-findings in the underlying 
behavioural disciplines. 

Consideration of the issues following implementation was necessarily 
limited to a series of conjectures. It was felt that the provision of 
human asset data will affect management's thinking such that they will 
be more concerned with the future impact of their decisions with respect 
to employees. At present, these decisions are typically taken on an 
‘ad hoc basis. Although it is likely that some employees will object to 
being "measured", it was felt that a participatory approach to the 
implementation of the measurement system may lessen the extent of any 
detrimental effects. A study by Elias on whether the provision of 
historical cost human asset information made a difference to an invest- 
ment decision was inconclusive. Finally, examination of the benefit-cost 
question revealed that direct outlay cost may not be too burdensome, 
especially when data acquisition procedures are routinized and become 
part of a firm's total information system. However, this component may 
represent the tip of the iceberg. A way must be found to quantify the 
behavioural impact of human resource accounting, including decision 
making benefits (if any). Chapter VI concluded with some personal 


opinions on the future of human resource accounting. 
RECOMMENDATIONS 


The idea of human resource measurement in organizations was first 
conceived about ten years ago. It is probable that most business 
organizations are not even aware that an alternative accounting treat~ 
ment of their personnel is possible, or justified. The suggested 


‘priorities with respect to the recommendations which follow should 
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ideally be reversed in sequence. If we had some answers with respect to 
the benefit-cost question, then obviously we would have grounds for 
accepting or rejecting an alternative treatment as of now. However, 
given the embryonic state of current knowledge, the following plan of 
action is recommended: 

a The first priority should be the development and validation 
of alternative measurement models, both dollar and non-dollar. Some 
may argue the folly of proposing a model which is not based on historical 
cost. However, the impetus for change in the accounting profession 
should come from within. It is not inconceivable that bases other than 
historical cost will be acceptable in the future. To’ this end, it*is 
recommended that accountants become better versed in the economic and 
behavioural science disciplines. There appears to be scope for improve- 
ment on the models proposed thus far. 

Die The second priority should be the implementation of the 
model(s). It will not be possible to draw valid conclusions with respect 
to the long term behavioural and decision making impact until this step 
is taken. The question of when and what to implement will be a difficult 
one, In this writer's view, this question provides an opportunity for 
professional accounting bodies to exhibit real leadership. 

Tt can be argued that because internal reports are not constrained 
by generally accepted accounting principles, management is free to 
implement any of the proposed models immediately. However, management 
typically follows the lead of professional accounting bodies. Wide- 
spread implementation cannot be expected unléss these bodies take the 
lead. In addition, internal reporting will not facilitate an assessment 


of the full decision making impact of human resource data, Investors, 
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and other interested parties external to the firm will be denied such 
information. 
3. Ultimately, the benefit-cost question must be addressed, 


Answers to this question will not be available for many years to come. 
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